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Analytical Review and Income and Expense _
Effective date May 1996 Section 4010.1

INTRODUCTION procedures to use in reviewing the audit work o
others.)

This section is designed to help the examiner

develop an overview of a bank’s financial con-

dition and results of operations through the usaNALYTICAL REVIEW

of analytical review techniques. It also provides

procedures to assist in evaluating the reasonablgnalytical review involves a comparison of
ness and reliability of the bank’s income anddetail balances or statistical data on a period-tc
expense accounts. (However, no analytical vieweriod basis in an effort to substantiate reasor
of a bank’s operating results is complete withoubleness without systematic examination of th
due consideration of the stability and probableransactions comprising the account balance:
continuity of the earnings. In this regard, theanalytical review is based on the assumptior
examiner must remain cognizant of the inextrithat comparability of period-to-period balances
cable links between liquidity and earnings andind ratios shows them to be free from significan
the implications of a bank’s funds managemenérror. A well-performed analytical review not
decisions, particularly those dealing with interestonly benefits the examination by providing an
rate risk. understanding of the bank’s operations, but als
highlights matters of interest and potential prob:
lem situations which, if detected early, might
avert more serious problems.

GENERAL EXAMINATION
APPROACH

The review and analysis of the bank’s financiafo\mjllytl(:;JlI Tools
condition and results of operations should begip}he basic analytical tools available to the exam
during the pre-examination analysis of the banh1

: L . er are the UBPR and the bank’s financia
(see “Examination Strategy, section 1000). IDreétatements. Internally prepared statements ar

examlna}tlon analy&s IS mearrw]t to denarm'm;%upplemental schedules, if available, are exce
Eg?,t:gl: n dpfppfgg)riziga:x:r?qir:afilgnp:oorgce:[e dsut? ent additions to an in-depth analytical review.
can be used. The analysis will be performe he information from those schedules may give
using the mc;st recent Uniform Bank Perfor- he examiner considerable |n_5|gh_t |nto_the inter
mance Report (UBPR). (See “Federal Reserv retation of the bank’s basic financial state-

) ents. However, internally prepared informa-

System Survel!landcs F{rogrrz]im, sllec.uon 102(.)')tion alone is not sufficient to adequately analyze

hQult(ajskt)lons raise durlr(;gt k()epre |_m|n3ry re"'e‘;‘fhe financial condition of the bank. To properly
should be answered and substantiated soon altgt jerstand and interpret financial and statistic:
commencing the examination, while performlngdata’ the examiner should be familiar with

the Im(_)rel comprehﬁnslla/e an?liytllcj??!gevalcew. T.h‘Furrent economic conditions and with any secu
atnattytlcatrewe\(/jvs ou tusg te'l il blnlanua ar, cyclical, or seasonal factors in the nation
statements and reports, detar tria aance?.egion, and local area, including general indus

analyses of accounts, financial budgets, statistiy"congitions. Economic and industry informa-
cal information, and any other relevant dat%

ilabl he bank. Expl ! ; jon, reports, and journals are an importan
available at the bank. Explanations for unusua, ce for knowledge of industry conditions.
conditions identified during the review, and

Finally, the examiner should be knowledgeable
%bout new banking laws and pending legislatior
Othat could have a material impact on financia
institutions.

tions, should be documented in the examinati
workpapers.
If internal or external auditors have not per-
formed adequate audit procedures relating to
income and expenses, the examiner should teReview of Financial Statements
check computations for accuracy and trace
entries to appropriate accounts. (See “Internahn analytical review of a bank’s financial state-
Control,” section 1010, for a discussion ofments requires professional judgment and a
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4010.1 Analytical Review and Income and Expense

inquiring attitude. During the analysis, thethe income stream and its possible future
examiner should avoid details not specificallyariability.
related to his or her objective so that excessive In addition to UBPR analysis and review of
time is not spent analyzing relatively immaterialbank financial statements, the examiner should
amounts. incorporate a review of management’s budget
Generally, it is more efficient to review finan- and/or projections into his or her analysis. A
cial data that has been rounded to the nearestview of projections and individual variances
thousand. Undue precision in computing androm the operating budget can often provide
reviewing ratios should be avoided. An evaluavaluable insight into an institution’s prior and
tion of the meaning of the ratios and amountduture earnings. The examiner should also verify
being compared is important; little can be gainethe reasonableness of the budgeted amounts,
by computing ratios for totally unrelated items.frequency of budget review by bank manage-
When comparing bank data to peer-group datament and the board of directors, and level of
the examiner should consider whether the banikvolvement of key bank personnel in the bud-
is typical of its peer group (a group of banks ofget process.
similar size and reporting characteristics). For The primary source of information used to
example, the bank might be of comparable sizprepare UBPRs are the Consolidated Reports of
to its peers, but still be atypical because it€ondition and Income, which are filed quarterly.
earning assets are comprised principally oThe content and frequency of these reports are
agricultural loans or mortgage loans. The age ddufficient to allow the reviewer of the UBPR to
the institution should also be taken into accountletect unusual or significantly changed circum-
when using peer-group data, as newly charterestances within a bank, and they normally will be
de novo banks tend to produce distorted ratioadequate for the purposes of analytical review.
(versus the peer group). Accordingly, the examiner must check these
Alternative accounting treatments for similarconsolidated reports to ensure the resulting
transactions among peer banks also should lacuracy of the UBPRs.
considered because they may produce signifi- Frequently, the examiner may be interested in
cantly different results. The analytical reviewa more detailed and current review of the bank
must be based on figures derived under valithan that provided by the UBPR system. Under
accounting practices consistently applied, parertain circumstances, UBPR procedures may
ticularly in the accrual areas. Accordingly, dur-need to be supplemented because—
ing the analytical review, the examiner should
determine any material inconsistencies in the asset quality information must be linked to the
application of accounting principles. income stream;
The examiner also should be aware of the more detailed information is necessary on
difficulty of interpreting the cash basis account- asset-liability maturities and matching;
ing method. Any required adjustments should be more detailed information is necessary on
documented and explained in the workpapers other liquidity aspects, as they may affect
and examination report. earnings;
* yield or cost information, which may be
difficult to interpret from the report, is needed,;
UBPR  certain income or expense items may need
clarification, as well as normal examination
Another analytical tool available to the exam- validation;
iner is the UBPR. The user's guide for the* volume information, such as the number of
UBPR explains how a structured approach to demand deposits, certificates of deposit, and
financial analysis should be followed. This other accounts, is not reported, and vulnerabil-
approach breaks down the income stream intoity in a bank subject to concentrations nor-
its major components of interest margin perfor- mally should be considered,;
mance, overhead, noninterest income, loan-loascomponents of interest and fees on loans are
provisions, tax factors, and extraordinary items. not reported separately by category of loan;
These major components can then be brokenthus, adverse trends in the loan portfolio may
down into various subcomponents. Also, the not be detected (For example, the yield of a
balance-sheet composition, along with eco- particular bank’s loan portfolio may be similar
nomic conditions, must be analyzed to explain to those of its peer group, but the examiner
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Analytical Review and Income and Expense 4010.

may detect an upward trend in yields for a the various earnings components (This ma;
specific category of loans. That upward trend include a discussion of balance-sheet compc
might be partially or wholly offset by a sition, particularly the volume and type of
downward trend of yields in another category earning assets and off-balance-sheet items,
of loans, and the examiner should consider applicable.);
further investigating the circumstances appli= peer-group comparisons;
cable to each of those loan categories. A vulnerability to interest-rate and other marke
change in yields could be a result of a change or price risks;
in the bank’s “appetite” for certain types of « income and expense accounts, and their reli:
loans or may indicate a change in loan under- pjlity, including applicable accounting prac-
writing standards.); or _ tices, internal controls, and audit methods;

« income or expense resulting from a change ia compliance with laws and regulations relating
the bank’s operations, such as the opening of to earnings and dividends; and
a new branch or starting of a mortgage banks pydgeting process and the levels of manage
ing activity or trust department, may skew ment involved in it.
performance ratios. (When there has been a

significant change in a bank’s operations, the Examiners should consider the adequacy c
examiner should analyze the potential impaGhovisions to the loan-loss reserve. If the exam
of the change on future bank earnings.)  iners conducting the asset quality review deter
mine that the loan-loss reserve is inadequate, tt
bank’s earnings are inflated and should bt
Written Analysis restated accordingly. In turn, this determinatior
should be factored into the examiner’'s asses:
After the examiner has completed the analyticainent of management, including its responsibil
review of income and expense, he or she shoulty to maintain an adequate loan-loss reserve.
prepare a written analysis to be submitted to the Consideration should also be given to the
examiner-in-charge. This evaluation shouldnterrelationships that exist between the dividend
include, but is not limited to, a review of the payout ratio, the rate of growth of retained
bank’s— earnings, and the adequacy of bank capita
Examiners should consider the extent to whicl
« quality and future prospects for core incomegxtraordinary items, securities transactions, an
« ability to cover losses and maintain adequateaxes affect net income. The links betweer
capital, including compliance with the mini- earnings and liquidity and the implications of a
mum capital standard; bank’s funds management decisions, particu
« earnings levels and trends; larly with respect to interest-rate sensitivity,
» composition of earnings and sustainability ofshould also be fully analyzed.
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Analytical Review and Income and Expense

Examination Objectives .
Effective date May 1996 Section 4010.2

1. To detect significantly changed circum-4. To determine if accounting policies, prac-
stances before or as early as possible during tices, procedures, and internal controls relat
the examination so that any impact on the ing to income and expenses are adequate.
determination of the scope and conduct of th&. To determine the scope and adequacy of th
examination may be assessed. audit function.

2. To analyze the financial position and opera6é. To determine compliance with laws and regu
tions of the bank and to investigate any lations relating to income and expenses to th
unusual fluctuations. extent that such compliance is not covere(

3. To assist in determining the reliability of the elsewhere in the examination.
bank’s financial information and the consis-7. To initiate corrective action when deficien-
tency of the application of accounting cies or violations of law or regulation have
principles. been discovered.
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Analytical Review and Income and Expense

Examination Procedures )
Effective date March 1984 Section 4010.3

1. Obtain the Uniform Bank Performance < Loan losses are increasing.
Report and, through a general review of it, Provisions for loan losses are sufficient to
note any conditions of interest particularly cover loan losses and maintain reserves :
significant changes in trends and levels of an adequate level.
income and expense categories that would . There is evidence that sources of interes

indicate present problems or shifts in busi- and other revenues have changed sinc
ness emphasis including new directions or the last examination.
activities undertaken. .

Earnings are deemed inadequate to prc
vide increased capitalization commensu
rate with the bank’s growth.

7. Obtain and review the bank’s formalized
planning procedures, profit plans, budgets
mid- and long-range financial plans, eco-
nomic advisory reports, and any progres:
reports related to any of those and:

2. Determine early in the examination if any
significant changes have occurred in:
« Operations.

« Accounting practices or records.
 Financial reporting.
» General business conditions.

3. If selected for implementation complete or
update the Income and Expense section of
the Internal Control Questionnaire. a. Compare actual results to budgetet

4. Based on the evaluation of internal controls, amounts. _
the work performed by internal/external ~ b- Determine the impact of any broad anc

auditors and the results of performing the important specific goals which have beer

above procedures, determine the scope of set.

the examination. c. Determine the frequency of planning
5. Test for compliance with policies, practices, revisions.

procedures and internal controls in conjunc-  d. Determine what triggers a specific plan

tion with performing the remaining exami- revision.

nation procedures. o e. Determine who initiates plan revisions.
6. Obtain the bank’s current financial state- f petermine whether explanations are

ments, internal operating reports, interim required for significant variations and

financial statements, reports filed with the whether causes are ascertained in imple

Federal Reserve and daily statements of mentating corrective action.

condition or other available financial infor-
mation, then review balances and amounts
relative to information in the UBPR staying h
alert for the development or continuation of
adverse trends and other significant or un-
usual trends or fluctuations. Primary consid-
erations should include whether:

« Significant structural changes are occur-

g. Determine the sources of input for fore-
casts, plans and budgets.

. Extract any information considered rele-
vant to the completion of “Management
Assessment” and “Overall Conclusions
Regarding Condition of the Bank.”

8. Scan ledger accounts for unusual entries, ¢

fing in the bank that may impact the considered necessary. Examples of suc

earnings stream. |tems |_n_clude: L

« The bank is making use of tax carrybacks Significant dewatl_ons fro_m the normal
or carryforwards. amounts of recurring entries.

. Earnings are static or dec“ning as a per- Unusual debit entries in income accounts
centage of total resources. or unusual credit entries in expense

» Income before securities gains and losses accounts.
is decreasing as a percentage of total Significant entries from an unusual source

revenues. such as a journal entry.
» The ratio of operating expense to operat- e« Significant entries in “other income” or
ing revenue is increasing. “other expense” which may indicate fees
« Earnings trends are inconsistent. or service losses on an off balance shee
* The spread between interest earned and activity (i.e., financial advisory or under-
interest paid is decreasing. writing services).
Commercial Bank Examination Manual March 1994
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4010.3 Analytical Review and Income and Expense: Examination Procedures

9. Investigate, as appropriate, conditions of f. Reaching a conclusion as to the reason-
interest disclosed by the procedures in steps ableness of any explanations offered

1 and 2 and 6 through 8 by: by other examiners or management and

a. Discussing exceptions or questionable deciding whether extensions of exam-
findings with the examiner responsible ination or verification procedures are
for conducting those aspects of the necessary.

examination which are most closely re-10. Determine compliance with appropriate laws

lated to the item of interest, to determine  and regulations.

if a satisfactory explanation already has;1. Review with officers of the bank and pre-

been obtained. pare, in appropriate report format, listings
b. Reviewing copies of work papers pre-  qf:

pared by internal auditors or manage- 5 peficiencies in and deviations from,

;nent that expl_alg accofunt ﬂLt’)CtéJat'O%S policies, practices, procedures, and inter-
a[r?]rgur?trslor periods or from budgete nal controls.
c. Discussing unresolved items with b. Violations of law.

management. c. Adverse trends.

d. Reviewing underlying supporting data - Any UBPR peer group or local con-
and records, as necessary, to substantiate ~ Structed peer group data which should be
e. Performing any other procedures consid- €. Comments on earnings.
ered necessary to substantiate the authefi2. Update workpapers with any information
ticity of the explanations given. that will facilitate future examinations.

o
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Analytical Review and Income and Expense

Internal Control Questionnaire
Effective date March 1984

Section 4010.4

Review the bank’s internal controls, policies, PURCHASES
practices and procedures over income and
expenses. The bank's system should be docwt3. If the bank has a separate purchasin
mented in a complete and concise manner and
should include, where appropriate, narrative

descriptions, flowcharts, copies of forms usedi4.

and other pertinent information. Items marked
with an asterisk require substantiation by obser-

vation or testing.

GENERAL

1.

*3.

*10.

11.

12.

Does the bank have a budget? If so:

a. Is it reviewed and approved by mana- 17.

gerial personnel and/or the board of

directors? 18.
b. Is it periodically reviewed and updated 19.

for changed conditions?

c. Are periodic statements compared to
budget and are explanations of vari-
ances reviewed by managment?

*15.

16.

department, is itindependent of the account
ing and receiving departments?

Are purchases made only on the basi
of requisitions signed by authorized
individuals?

Are all purchases routed through a pur-
chasing department or personnel function
ing in that capacity?

Are all purchases made by means of pre
numbered purchase orders sent t
vendors?

Are all invoices received checked agains
purchase orders and receiving reports?
Are allinvoices tested for clerical accuracy”
Are invoice amounts credited to their
respective accounts and tested periodicall
for accuracy?

d. Is a separate budget prepared by thﬁlSBURSEMENTS

manager of each department or division

. Does the bank’s accounting system provid(,a20

sufficiently detailed breakdowns of ac-
counts to enable it to analyze fluctuations?
Are the general books of the bank main-

tained by someone who does not have22

access to cash?

. Are all general ledger entries processegd23

through the proof department?

. Are all entries to the general ledger sup-

ported by a general ledger ticket?

. Do general ledger tickets, both debit and

credit, bear complete approvals, descrip-
tions and an indication of the offset?

. Are all general ledger entries approved by

a responsible person other than the general
ledger bookkeeper or person associated
with its preparation?

. Is the general ledger posted daily?
. Is a daily statement of condition prepared?

Is the payment for all purchases, excep
minor items, made by official checks?

21. Does the official signing the check review

all supporting documents?
Are supporting vouchers and invoices can:
celled to prevent re-use?
Are duties and responsibilities in the fol-
lowing areas segregated?
a. Authorization to issue expense checks
b. Preparation of expense checks?
. Signing of expense checks?
. Sending of expense checks?
. Use and storage of facsimile signa:
tures?
General ledger posting?
. Subsidiary ledger posting?

® Q0

« ™

Are corrections to ledgers made by postin®?AYROLL

a correcting entry and not by erasing

(manual system) or deleting (computer- 24.

ized system) the incorrect entry?

Are supporting worksheets or other records25.
maintained on accrued expenses and taxes?

Are those supporting records periodically

reconciled with the appropriate general 26.

ledger controls?

Is the payroll department separate from th
personnel department?

Are signed authorizations on file for all
payroll deductions including W-4s for
withholding?

Are salaries authorized by the board o
directors or its designated committee?
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4010.4

Analytical Review and Income and Expense: Internal Control Questionnaire

27

28.

29.

30.

31.

32.

33.

34.

35.

. Are individual wage rates authorized in ment of the bank reported promptly, in
writing by an authorized officer? writing, to the payroll department?
Are vacation and sick leave payments36. Are payroll expense distributions recon-
fixed or authorized? ciled with the general payroll payment
Are payrolls paid from a special bank records?

account or directly credited to the employ-
ee's demand deposit account?

Are time records reviewed and signed beNCLUSION
the employee’s supervisor?

Are double checks made of hours, rates,
deductions, extension, and footings?

Are payroll signers independent of the
persons approving hours worked and prep-  jmpair any controls? Explain negative

aration of the payroll? answers briefly, and indicate any addi-

If a check signing machine is used, are  tional examination procedures deemed
controls over its use adequate (such as a  npecessary.

37. Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire that

dual control)? . . . 38. Based on a composite evaluation, as evi-
Are payrolls subject to final officer denced by answers to the foregoing ques-
approval? tions, internal control is considered (ade-

Are the names of persons leaving employ- quate, inadequate).
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Asset/Liability Management _
Effective date November 1990 Section 4020.1

Funds management represents the core of soumd 1984) or instrument-specific (such as the
bank planning and financial managementcollapse of the Perpetual Floating Rate Note
Although funding practices, techniques, andnarket in 1986). Internal liquidity risk relates
norms have been revised substantially in recefargely to the perception of an institution in its
years, it is not a new concept. Funds managerarious markets: local, regional, national or
ment is the process of managing the spreaidternational.
between interest earned and interest paid while Determination of the adequacy of a bank’s
ensuring adequate liquidity. Therefore, funddiquidity position depends upon an analysis of
management has two components—Iiquidity ands:
interest rate risk management.

A sound basis for evaluating funds manage+ Historical funding requirements.
ment requires understanding the bank, its cus- Current liquidity position.
tomer mix, the nature of its assets and liabilitiesy Anticipated future funding needs.
and its economic and competitive environment. Sgurces of funds.
No single theory can be applied universally ta options for reducing funding needs or attract
all banks. ing additional funds.
Present and anticipated asset quality.
Present and future earnings capacity.
Present and planned capital position.

LIQUIDITY

Lo . To provide funds to satisfy funding needs, s
Liquidity represents the ability to accommodat§,, i myst perform one or a combination of the
decreases in liabilities and to fund increases 'ﬂ)llowing:

assets. A bank has adequate liquidity when it
can obtain sufficient funds, either by increasing
liabilities or by converting assets, promptly and,
at a reasonable cost. Liquidity is essential in all
banks to compensate for expected and unex- o holdi £l liquid ;
pected balance sheet fluctuations and to provid'e ecrease noldings of 1ess fiquid assets.
funds for growth. The price of liquidity is a Increase Ilab!lltles of a term nature.
function of market conditions and market per- Increase capital funds.
ception of the risks, both interest rate and credit .
risks, reflected in the bank’s balance sheet and AS all banks are affected by changes in th
off-balance sheet activities. Additionally, marketSconomic climate, the monitoring of economic
perception of management and strategic dire@d money market trends is key to liquidity
tion can be critical to the price of liquidity. To planning. Sound financial management can mir
the extent that liquidity needs are met througtmZz€ the negative effects of these trends while
holdings of high quality short-term assets, th&ccentuating the positive ones. )
price of liquidity is the income sacrificed by not | Information that management should conside
holding longer term and/or lower quality assetsi liquidity planning includes:
If liquidity needs are not met through liquid
asset holdings, a bank may be forced to restru¢- Intérnal costs of funds. ,
ture or acquire additional liabilities under advers@ Maturity and repricing mismatches in the
market conditions. balance sheet.

Liquidity exposure can stem from both inter-* Anticipated funding needs.
nally (institution-specific) and externally gener-» Economic and market forecasts.
ated factors. Sound liquidity risk management
should address both types of exposure. External Management must have an effective contin
liquidity risks can be geographic (such as pregency plan that identifies minimum and maxi-
miums required on deposits at many Texaswum liquidity needs and weighs alternative
banks in the late 1980s), systemic (such as theurses of action designed to meet those neec
adverse effects upon several large banks caus8dme factors that may affect a bank’s liquidity
by the near failure of Continental lllinois Bank include:

Dispose of liquid assets.
Increase short-term borrowings (and/or issus
additional short-term deposit liabilities).
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4020.1 Asset/Liability Management

* A decline in earnings. » High interest rates increase the potential for
¢ An increase in nonperforming assets. deposit disintermediation.

« Deposit concentrations. » Recent trends show a substantial increase or
« A downgrading by a rating agency. reduction in large deposits or borrowings.

* Expanded business opportunities. « A significant portion of deposits are short-
* Acquisitions. term municipal special assessment-type
* New tax initiatives. accounts.

Once liquidity needs have been determined, A Substantial portion of the loan portfolio
management must decide how to meet them consists of large static loans with little likeli-
through asset management, liability manage- N00d of reduction.

ment, or a combination of both.  Large unused lines of credit or commitments
to lend are expected to be used in the near
term.

ASSET MANAGEMENT » A strong relationship exists between indivi-

dual deposit accounts and principal employers
Liquidity needs may be met by manipulating the in the trade area who have financial problems.
bank’s asset structure through the sale or planngda concentration of credit has been extended to

runoff of a reserve of readily marketable assets. jyqystries with present or anticipated financial
Because many banks (primarily the smaller yropjems.

ones) tend to have little influence over the size
of their total liabilities, liquid assets enable a Asset liquidity, or how “salable” the bank’s
bank to provide funds to satisfy increased loamssets are in terms of both time and cost, is of
demand. primary importance in asset management. To
Banks which rely solely on asset managemenmhaximize profitability, management must care-
concentrate on adjusting the price and availabifully weigh the full return on liquid assets (yield
ity of credit and the level of liquid assets held inplus liquidity value) against the higher return
response to a change in customer asset amdsociated with less liquid assets. Income derived
liability preferences. However, assets that arefom higher yielding assets may be offset if a
often assumed to be liquid are sometimes diffiforced sale, at less than book value, is necessary
cult to liquidate. For example, investment secubecause of adverse balance sheet fluctuations.
rities may be pledged against public deposits or Seasonal, cyclical, or other factors may cause
repurchase agreements, or may be heavily depraggregate outstanding loans and deposits to
ciated because of interest rate changes. Tradimgove in opposite directions and result in loan
accounts cannot be reduced materially if bankdemand which exceeds available deposit funds.
must maintain adequate inventories for theiA bank relying strictly on asset management
customers. Furthermore, the holding of liquidwould restrict loan growth to that which could
assets for liquidity purposes is less attractivée supported by available deposits. As an alter-
because of thin profit spreads. native, liquidity needs may be met through
Management must also consider the cost dfability sources, such as federal funds pur-
maintaining liquidity. An institution that main- chased, and sale of securities under agreements
tains a strong liquidity position may do so at theto repurchase, which would allow the bank to
opportunity cost of generating higher earningsmeet the loan demand of its trade area. If
The amount of liquid assets a bank shoulghort-term funding is not readily available in the
hold depends on the stability of its depositmarketplace, the bank may qualify for borrow-
structure and the potential for rapid expansion oihgs from the local Federal Reserve Bank. The
its loan portfolio. If deposit accounts are com-decision whether or not to use liability sources
posed primarily of small stable accounts, ashould be based on a complete analysis of
relatively low allowance for liquidity is neces- seasonal, cyclical, and other factors, and the
sary. Additionally, management must considecosts involved. In addition to supplementing
the current and expected ratings by regulatorgsset liquidity, liability sources of liquidity may
and rating agencies when planning liquidityserve as an alternative even when asset sources

needs. are available. The number of banks relying
A higher allowance for liquidity is required solely on manipulation of the asset structure to

when: meet liquidity needs is declining rapidly.
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Asset/Liability Management 4020.1

LIABILITY MANAGEMENT expanding customer loan demand, misuse
o . improper implementation of liability manage-
Liquidity needs can be met through the discrement can have severe consequences. Furth
tionary acquisition of funds on the basis ofjiability management is not riskless. For example
interest rate competition. This does not preclude

the option of selling assets to meet funding purchased funds may not always be availabl
needs, and conceptually, the availability of asset gt 3 reasonable cost when needed. If th
and liability options should result in a lower market loses confidence in a bank, the
liquidity maintenance cost. The alternative costs availability of purchased funds may be
of available discretionary liabilities can be com- threatened.

pared to the opportunity cost of selling various concentrations in funding sources increas
assets. The major difference between liquidity in |iquidity risk. For example, a bank relying
larger banks and in smaller banks is that larger peavily on foreign interbank deposits will

banks are better able to control the level and experience funding problems if overseas mar
composition of their liabilities and assets. When yatg perceive instability in U.S. banks or the
funds are required, larger banks have a wider economy. Replacing foreign source funds
variety of options from which to select the least might be difficult and costly because the
costly method of generating funds. In addition, gomestic market may view the bank’s sudder
discretionary access to the money markets shouldneeqd for funds negatively.

reduce the size of the liquid asset “buffer” that, Over-reliance on liability management may
would be needed if the bank were solely depen- cause a tendency to minimize holdings of

dent upon asset management to obtain funds. g, term securities, relax asset liquidity stan

The ability to obtain additional liabilities 445 "and result in a large concentration o
represents liquidity potential. The marginal cost short-term liabilities supporting assets of

of l'qu'd'tY’ the cost of _mcremental_ funds longer maturity. During times of tight money,
acquired, is of paramount importance in evalu- ,ic"co1d cause an earnings squeeze and ;
ating liability sources of liquidity. Consideration illiquid condition

must be given to such factors as the frequency s .

with which the banks must regularly refinance lr;;ﬁ(tgt c:lr)n;)nektlgqo;y g‘iﬁlgp;gwcgh; onounn?:
maturing purchased liabilities, as well as an and méy clect to lower credit standards tE

evaluation of the bank’s ongoing ability to b . S o
X 2 ook higher yielding loans and securities. If a
obtain funds under normal market conditions. bank is purchasing liabilities to support asset

The obvious difficulty in estimating the latter is . . ;

that, until the bank goes to the market to borrow, ;thlcﬁrsﬁgselzje?gz dc:);n r;zzbcigléillttri]r? ggnheera(f[ﬁlse

it cannot determine with complete certainty that iel% spread y 9

funds will be available and/or at a price which. th pread. | iah

will maintain a positive yield spread. Changes in '/ 1€N national monetary tightness occurs

money market conditions may cause a rapid helghtened interest rate discrimination, ot

deterioration in a bank’s capacity to borrow ata U€ring, may develop, and may make the cos
of purchased funds prohibitive to all but a

favorable rate. In this context, liquidity repre- " ber of banks. Th
sents the ability to attract funds in the market SMall number of money center banks. There
fore, banks with limited funding sources

when needed, at a reasonable cost vidsaasset > h

yield. should avoid heavy reliance on purchase
As previously noted the access of a large bank funds. . ) o

to discretionary funding sources is a function of Preoccupation with obtaining funds at the

its position and reputation in the money mar- lowest possible cost, without considering

kets. Although smaller institutions do not have a Maturity distribution, greatly intensifies a

“name” in those markets, they are not pre- Dank's exposure to the risk of interest rate

cluded from liability management. The scope fluctuations.

and volume of smaller institution’s operations is

somewhat limited, however, particularly as they |n all banks, and particularly those relying on

attempt to access the brokered or purchased Ghholesale funding sources, management mu

market. constantly be aware of the composition, charac

Although the acquisition of funds at a com-teristics, and diversification of its funding
petitive cost has enabled many banks to meeyyrces.
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4020.1 Asset/Liability Management

Real or perceived deterioration in the finanimethods chosen to manage a bank’s liquidity
cial condition of a bank because of weak assgdosition, it is of key importance that the bank
quality, fraud, or external economic developformulate a policy and develop a measurement
ments will adversely affect wholesale and retaikystem to ensure that liquidity requirements are
funding. The extent of market reaction dependmonitored and met on an ongoing basis. This
on the composition and risk tolerance of theshould be done in anticipation of future occur-
bank’s funding base. (Risk tolerance is theences, both expected and unexpected. It should
willingness and ability of an individual or insti- also reflect the bank’s strategy for managing its
tution to borrow/lend money for a given risk andinvestment portfolio and the potential for those

reward). investments to provide liquidity to the bank.
Many factors affect the risk tolerance of fundsSuch a policy should recognize the unique
providers, including these: characteristics of the bank and should reflect its

goals. The scope of the policy will vary with the
« Obligations to fiduciary investors, such assophistication of the institution.
money market funds, trust funds and pensions. The policy should provide for coordination
Reliance on rating firms—bylaws or internalbetween concerned bank departments and should
guidelines may prohibit placing funds in banksestablish clear responsibility for decisions affect-

that have low ratings. ing liquidity. Senior management should be
» Obligations to disclose information on invest-apprised regularly of liquidity conditions. Fur-
ment holdings. thermore, the policy should set forth guidelines

Self-interest in maintaining an orderly market-delineating appropriate levels of liquidity.
place—for this reason major banks are slow ifExamples of some typical guidelines are listed
eliminating funding to other banks. below:
Having a personal contact at the bank to
provide timely and accurate information about A limit on the loan to deposit ratio.
its financial condition. A limit on the loan to capital ratio.

* A general limit on the relationship between
The following common fund providers are anticipated funding needs and available sources
ranked generally (while subject to change) from for meeting those needs (for example: the

the least to the most risk tolerant: ratio of anticipated needs/primary sources shall
not exceed percent).

* Money market funds. * Primary sources for meeting funding needs

¢ Trust funds. should be quantified.

« Pension funds. * Flexible limits on the percentage reliance on a

« Money market brokers-dealers particular liability category (for example:

— small denomination certificates of deposit negotiable certificates of deposit should not
(under $100,000) sold through broker- account for more than ___ percent of total
dealers; and liabilities).

— large denomination certificates of deposit Limits on the dependence on individual cus-
($100,000 and over) sold through brokers- tomers or market segments for funds in liquid-

dealers ity position calculations.
« Regional banks. * Flexible limits on the minimum/maximum
« Government agencies. average maturity for different categories of
« Community banks. liabilities (for example: the average maturity
« Insurance companies. of negotiable certificates of deposit shall not
« Corporations. be less than____ months).

Minimum liquidity provision to be maintained

* Multinational banks. - . ;
to sustain operations while necessary longer-

* Individuals. -

term adjustments are made.

A workable management information system
POLICY/MANAGEMENT is integral to making sound funds management
REPORTING SYSTEMS decisions. Reports containing certain basic

information should be prepared and reviewed
Regardless of the method or combination ofegularly. Report content and format will vary

March 1994 Commercial Bank Examination Manual
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Asset/Liability Management 4020.1

from bank to bank depending on the characteexpected funding of commitments would prove
istics of the bank and the funds managemeniseful in preparing this report.) Additionally,
methods and practices used. Normally, a goopolicies should establish, and the managemel
management information system will containinformation system should be able to track,
reports detailing liquidity needs and the sourcesontingency liquidity plans for use in a variety
of funds available to meet those needs. (Thef emergency funding situations.

maturity distribution of assets and liabilities and

Commercial Bank Examination Manual March 1994
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Asset/Liability Management

Examination Objectives
Effective date November 1990

Section 4020.2

1. To evaluate the management of the bank’s
assets, liabilities, and off-balance-sheet posi-
tion to determine if management is planningd.
adequately for liquidity needs, and if the
bank can effectively meet anticipated and
potential liquidity needs. 5.

2. To determine if reasonable parameters have
been established for the bank’s liquidity
position and if the bank is operating within
those established parameters.

3. To determine if internal management reports
provide the necessary information for

informed liquidity decisions and for moni-
toring the results of those decisions.

To urge corrective action when liquidity
policies, practices, or procedures are
deficient.

To determine if guidelines and procedure:
have been developed to assess the adeque
of the following: a formal contingency plan;
the level of liquid assets; the ability of the
bank to liquidate the loan and investment
portfolios; the level of term deposits and
funding lines; and whether committed funds
lines are needed.

Commercial Bank Examination Manual
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Asset/Liability Management

Examination Procedures
Effective date November 1990

Section 4020.3

1. If internal controls or the internal audit

function is determined to be inadequate,
complete or update the Internal Control

d. Determine that appropriate interest rate
sensitivity concerns have been addresse
in planning long term funding strategies.

Questionnaire and prepare a brief descrip-5 gyajuate the effectiveness of the interna

tion of the bank’s liquidity policies and
practices.
. Review the UBPR interim financial state-

assess asset/liability mix and trends, paying

particular attention to:

a. deposit composition and stability;

b. the ratios of loan commitments to total
loans and standby letters of credit to total
loans;

c. the loan to deposit ratio (at community
banks);

d. the temporary investment to volatile
liability ratio; and

e. the pledged securities to total securities
ratio.

In connection with performing steps 3
through 11, keep in mind the need to
evaluate the effectiveness of internal man-
agement reporting systems in providing for
adequate liquidity management.

. Determine if management has planned prop-

erly for liquidity needs and if the bank has

adequate sources of funds to meet antici-g,

pated or potential needs over the short term

by:

a. Reviewing the internal management
report detailing liquidity requirements
and sources of liquidity.

b. Evaluating the bank’s ability to meet
anticipated or potential needs.

. Determine if management is adequatelylo-

planning for longer-term liquidity/funding

needs by:

a. Discussing with management and/or
reviewing budget projections for the
appropriate planning period.

b. Determine the future direction of the
bank, noting the growth projected, source
of funding for growth, and any projected
changes in asset or liability mix.

c. Evaluating future plans regarding liquid-

ity needs ascertaining whether the bani 1.

can reasonably achieve the amounts and
types of funding projected and can
achieve the amounts and types of asset
growth projected.

management reporting system in providing
for adequate liquidity management.

ments and internal management reports o8- Assess the reasonableness of the paramet

established by the bank with respect to the
use of volatile liabilities.

a. Does the liquidity policy incorporate lim-
its on both the volume and intended use
of such liabilities?

b. Does the policy establish permissible
ranges for maturity mismatches betweer
volatile liabilities and assets being sup-
ported by these liabilities?

7. Review the adequacy of the bank’s contin

gency liquidity plan.

a. Has management determined what poter
tial funding losses could occur if unex-
pected financial or operational problems
arise?

b. Have alternative funding sources and/o
assets that could be sold to cover sucl
losses been identified?

Does the liquidity policy restrict borrow-
ings from affiliated banks to reasonable
levels?

9. Does liquidity policy provide appropriate

control and supervision of the volume of
loan commitments and other off-balance-
sheet activities?

Discuss these issues with management, al
summarize your findings in the report:

a. The quality of the bank’s planning to
meet liquidity needs and the current
ability of the bank to meet anticipated
and potential liquidity needs.

b. The quality of administrative control and
internal management reporting systems

c. Where appropriate the effect of liquidity
management decisions on earnings.

Update the workpapers with any informa-
tion that will facilitate future examinations.
Discuss with senior management the find
ings of the examination of their liquidity
policies and practices.
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Asset/Liability Management

Internal Control Questionnaire
Effective date November 1990

Section 4020.4

1. Has the board of directors, consistent with its
duties and responsibilities, reviewed and rat-

ified funds management policies, practiced.

and procedures which include:

a. Lines of authority and responsibility for
liquidity management decisions?

b. A formal mechanism to coordinate asset

and liability management decisions? 5.

c. A method to identify liquidity needs and
the means to meet those needs?

d. Guidelines for the level of liquid assets
and other sources of funds in relationship
to anticipated and potential needs?

2. Does the planning and budgeting function

consider liquidity requirements? 6.

3. Have provisions been made for the prepara-
tion of internal management reports which
are an adequate basis for ongoing liquidity

management decisions and for monitoring
the results of the decisions?

Are internal management reports concernini
liquidity needs and sources of funds to mee
those needs prepared regularly and reviewe
as appropriate by senior management and tt
board of directors?

Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant additional deficien-
cies that impair any control? Explain nega-
tive answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

Based on a composite evaluation, as evi
denced by answers to the foregoing ques
tions, are the internal controls considerec
adequate?
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Asset Securitization _
Effective date November 1999 Section 4030.1

OVERVIEW tion provides originators with an additional
source of funding or liquidity. The process of
In recent years, many banking organizationsecuritization basically converts an illiquid asse
have substantially increased their securitizatiomto a security with greater marketability. Secu-
activities. These activities involve transformingritized issues often require a credit enhance
traditionally illiquid loans, leases, and otherment, which results in a higher credit rating thar
assets into instruments that can be bought aivéhat would normally be obtainable by the
sold in secondary capital markets. Securitizatioinstitution itself. Consequently, these issues ma
can enhance both credit availability and banlprovide the institution with a cheaper form of
profitability, but managing the risks of thesefunding. Third, securitization may be used to
activities poses increasing challenges as th@duce interest-rate risk by improving the insti-
risks involved, while not new to banking, maytution’s asset-liability mix. This is especially
be less obvious and more complex than the risksue if the institution has a large investment in
of traditional lending activities. Securitization fixed-rate, low-yield assets. Fourth, by remov-
can involve credit, liquidity, operational, legal, ing assets, the institution enhances its return o
and reputational risks in concentrations an&quity and assets. Finally, the ability to sell thest
forms that may not be fully recognized by banksecurities worldwide diversifies the institution’s
management or adequately incorporated into dtinding base, which reduces the bank’s deper
institution’s risk-management systems. In reviewdence on local economies.
ing these activities, examiners should assessWhile securitization activities can enhance
whether banking organizations fully understandboth credit availability and bank profitability,
and adequately manage the full range of riskthe risks of these activities must be known anc
involved in securitization activities. managed. Accordingly, banking institutions
Banking organizations have long been involveghould ensure that their overall risk-managemer
with asset-backed securities (ABS), both agrocess explicitly incorporates the full range of
investors in them and as major participants irisks involved in their securitization activities,
the securitization process. The federal goverrand examiners should assess whether instit
ment encourages the securitization of residentidions fully understand and adequately manag
mortgages. In 1970, the Government Nationahese risks. Specifically, examiners should dete
Mortgage Association (GNMA) created the firstmine whether institutions are recognizing the
publicly traded mortgage-backed security. Shortlyisks of securitization activities by (1) adequately
thereafter, the Federal National Mortgage Assadentifying, quantifying, and monitoring these
ciation (FNMA) and the Federal Home Loanrisks; (2) clearly communicating the extent anc
Mortgage Corporation (FHLMC), both depth of these risks in reports to senior manage
government-sponsored agencies, also developsatent and the board of directors and in regula
mortgage-backed securities. The guarantees ®ory reports; (3) conducting ongoing stress test
the securities that these government oing to identify potential losses and liquidity
government-sponsored entities provide ensumeeds under adverse circumstances; and (4) s
investors of the payment of principal and inter{ing adequate minimum internal standards fo
est. These guarantees have greatly facilitated tlalowances or liabilities for losses, capital, anc
securitization of mortgage assets. Banks alseontingency funding. Incorporating asset secu
securitize other types of assets, such as creditization activities into banking organizations’
card receivables, automobile loans, boat loansisk-management systems and internal capita
commercial real estate loans, student loangdequacy allocations is particularly important
nonperforming loans, and lease receivables. since the current regulatory capital rules may
While the objectives of securitization maynot fully capture the economic substance of the
vary from institution to institution, there are risk exposures arising from many of these
essentially five benefits that can be derived fromctivities.
securitized transactions. First, the sale of assetsAn institution’s failure to adequately under-
may reduce regulatory costs. The removal of agtand the risks inherent in its securitization
asset from an institution’s books reduces capitalctivities and to incorporate risks into its risk-
requirements and reserve requirements on theanagement systems and internal capital allc
deposits funding the asset. Second, securitizaations may constitute an unsafe and unsour
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4030.1 Asset Securitization

banking practice. Accordingly, for those institu-same volume of loan originations, securitization
tions involved in asset securitization or provid-results in lower assets and liabilities compared
ing credit enhancements in connection with loanvith traditional lending activities.

sales and securitization, examiners should assess

whether the institutions’ systems and processes

adequately identify, measure, monitor, and con-

ggtli\?iltligsf.lthe risks involved in the securitization THE SECURITIZATION PROCESS

Traditional lending activities are generally . A -
funded by deposits or other liabilities, with bothAS depicied n flgpre 1, the asset securitization
rocess begins with the segregation of loans or

tha?]isee;i:;d[ggﬁﬁ?egﬁ)ﬂgltesegegiﬁteﬂ ;2;;%‘3‘565 into pools that are relatively homoge-
in order to fund additional Ioang In con){rast the eous with respect to credit, maturity, and
) ' terest-rate risks. These pools of assets are then

securitization process generally does not increa% .

A . ansferred to a trust or other entity known as an
on-balance-sheet liabilities in proportion to thel suer because it issues the secu)r/ities or owner-
volume of loans or other assets securitized. A hip interests that are acquired by investors
dlscusseq more fu.II_y beloyv, when banklngThese ABS may take the form of debt, certifi-
organizations securitize their assets and the %es of beneficial ownershin. or other instru-
transactions are treated as sales, both the ass%éms The issuer is t icall?’ rotected from
and the related asset-backed securities (liabil 'ankrljptcy by various )é?ructlilraﬁ) and legal ar-
ties) are removed from the balance sheet. Th .

R rangements. A sponsor that provides the assets
gash proceeds irom the secu.rl.tlzatlon transg 0 bge securitizedpowns or othperwise establishes
tions are generally used to originate or acquir e issuer
additional loans or other assets for securitiza- ’

tion, and the process is repeated. Thus, for the Each issue of ABS has a servicer that is
responsible for collecting interest and principal

payments on the loans or leases in the under-

1. The Federal Reserve System has existing examindYing pOOI.Of assets and for transmitting these
guidance on asset securitization. funds to investors (or a trustee representing

Figure 1
Pass-through, asset-backed securities: structure and cash flows

Obligors| Forwards “Passes through” principal and
prmmpal and interest payments
interest Trustee b — — — — ——— e — — —
Remit I payments _I
principal andl r___-’ I
'”teresgl l Initial cash Initial Initial l
payment:
proceeds proceeds purchase
Originator/| ~ from from of
iti securities . securities
Sponsor/ | ST | Trust |- _|Undenwritefe— — — | Investors
Servicer Transfers | Issues | Distributes’
loans on A securities securities
Purchaseg receivables | Provides credit
credit enhancement for the
enhancemen asset pool, for example,
by a letter of credit
Credit
> Enhance Cash flows ___ _
Structure
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Asset Securitization 4030.1

them). A trustee is responsible for monitoringments to transform the risk-return profile of
the activities of the servicer to ensure that iunderlying collateral. These include third-party
properly fulfills its role. credit enhancements, recourse provisions, ove

A guarantor may also be involved to ensureollateralization, and various covenants anc
that principal and interest payments on théndentures. Third-party credit enhancement
securities will be received by investors on anclude standby letters of credit, collateral or
timely basis, even if the servicer does not collegpool insurance, or surety bonds from third
these payments from the obligors of the underparties. Recourse provisions are guarantees tr
lying assets. Many issues of mortgage-backeakquire the originator to cover any losses up to
securities are either guaranteed directly bgontractually agreed-upon amount. Some ABS
GNMA, which is backed by the full faith and such as those backed by credit card receivable
credit of the U.S. government, or by FNMA or typically use a “spread account.” This account
FHLMC, which are government-sponsored agenis actually an escrow account. The funds in thi
cies that are perceived by the credit markets taccount are derived from a portion of the sprea
have the implicit support of the federal govern-between the interest earned on the assets in tl
ment. Privately issued, mortgage-backed securinderlying pool and the lower interest paid on
ties and other types of ABS generally depend orecurities issued by the trust. The amounts th:
some form of credit enhancement provided byaccumulate in the account are used to cove
the originator or third party to insulate thecredit losses in the underlying asset pool up t
investor from a portion of or all credit losses.several multiples of historical losses on the
Usually, the amount of the credit enhancemerparticular asset collateralizing the securities
is based on several multiples of the historicaDvercollateralization, another form of credit
losses experienced on the particular asset baokhhancement covering a predetermined amou
ing the security. of potential credit losses, occurs when the

The structure of an asset-backed security andalue of the underlying assets exceeds the fac
the terms of the investors’ interest in the collatvalue of the securities.

eral can vary widely depending on the type of A similar form of credit enhancement is the
collateral, the desires of investors, and the use @hsh collateral account, which is establishex
credit enhancemgnts. Ofte.n ABS are structqreﬂhen a third party deposits cash into a pledge
to reallocate the risks entailed in the underlyingaccount. The use of cash collateral account:
collateral (particularly credit risk) into security which are considered by enhancers to be loan
tranches that match the desires of investors. Fgf'ew as the number of highly rated banks an
example, senior-subordinated security structurasther credit enhancers declined in the earl;
give holders of senior tranches greater creditt990s. Cash collateral accounts eliminate “ever
risk protection—albeit at lower yields—thanrisk,” or the risk that the credit enhancer will

holders of subordinated tranches. Under thigave its credit rating downgraded or that it will
structure, at least two classes of asset-backeft be able to fulfill its financial obligation to

securities, a senior and a junior or subordinateghsorb losses and thus provide credit protectio
class, are issued in connection with the samg investors of a securitization.

pool of collateral. The senior class is structured An investment banking firm or other organi-
so that it has a priority claim on the cash flows, (5 generally serves as an underwriter fo
from the underlying pool of assets. The suborags |y addition, for asset-backed issues tha
dinated class must absorb credit losses on tr}jﬁe publicly offered, a credit-rating agency will

collateral before losses can be charged to thg, 76 the policies and operations of the origi
senior portion. Because the senior class has thiS;ior and servicer. as well as the structure

priority claim, cash flows from the underlying ,nqerlying pool of assets, expected cash flow:
pool of assets must first satisfy the requirements,q oiner attributes of the securities. Befors

of the senior class_. Only after these reqyirementacssigning a rating to the issue, the rating agenc
have been met will the cash flows be directed tQi| aiso assess the extent of loss protectior

service the subordinated class. provided to investors by the credit enhance
ments associated with the issue.

Credit Enhancement

ABS can use various forms of credit enhance-
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4030.1 Asset Securitization

TYPES OF ASSET-BACKED security will receive a different portion of the
SECURITIES principal and interest cash flows from the under-
lying pool of assets. In their purest form, stripped

Asset securitization involves different types ofsecurities may be issued as interest-only (10)
capital-market instruments. (For more informastrips, for which the investor receives 100 per-
tion, see theTrading and Capita|_|\/|arkets cent of the interest_fro_m the underlying pOO' of
Activities Manual, section 4105.1, “Asset- assets, and as principal-only (PO) strips, for
Backed Securities and Asset-Backed Commetlvhich the investor receives all of the principal.
cial Paper,” and section 4110.1, “Residential In addition to these securities, other types of
Mortgage—Backed Securities.”) These instrufinancial instruments may arise as a result of
ments may be structured as “pass-throughs” ogsset securitization, as follows:
“pay-throughs.” Under a pass-through struc-
ture, the cash flows from the underlying pool of* Servicing assetsThese assets become a dis-
assets are passed through to investors on a prdinct asset recorded on the balance sheet when
rata basis. This type of security may be a contractually separated from the underlying
single-class instrument, such as a GNMA pass- assets that have been sold or securitized and
through, or a multiclass instrument, such as a When the servicing of those assets is retained.
real estate mortgage investment conduit (See Statement of Financial Accounting Stan-
(REMIC) 2 dards No. 125 (FAS 125), “Accounting for
The pay-through structure, with multiple Transfers and Servicing of Financial Assets

classes, combines the cash flows from the under-and Extinguishments of Liabilities,” for more
lying pool of assets and reallocates them to two information.) In addition, servicing assets are
or more issues of securities that have different created when organizations purchase the right
cash-flow characteristics and maturities. An to act as servicers for loan pools. The value of
example is the collateralized mortgage obliga- the servicing assets is based on the contractu-
tion (CMO), which has a series of bond classes, ally specified servicing fees, net of servicing
each with its own specified coupon and stated COStS.
maturity. In most cases, the assets that make uplnterest-only strips receivablesThese cash
the CMO collateral pools are pass-through flows are accounted for separately from ser-
securities. Scheduled principal payments and Vicing assets and reflect the right to future
any prepayments from the underlying collateral interest income from the serviced assets in
go first to the earliest maturing class of bonds. excess of the contractually specified servicing
This first class of bonds must be retired before fees.
the principal cash flows are used to retire the ABS residuals.These residuals (sometimes
later bond classes. The development of the referred to as “residuals” or “residual inter-
pay-through structure resulted from the desire to ests”) represent claims on any cash flows that
broaden the marketability of these securities to remain after all obligations to investors and
investors who were interested in maturities other any related expenses have been met. The
than those generally associated with pass-excess cash flows may arise as a result of
through securities. overcollateralization or from reinvestment
Multiple-class ABS may also be issued as income. Residuals can be retained by sponsors
derivative instruments, such as “stripped” secu- or purchased by investors in the form of
rities. Investors in each class of a stripped securities.

2. In the early 1980s, collateralized mortgage obligations.RISKS ASSOCIATED WITH ASSET
(CMOs), or multiple-class securities, were introduced to heIpSECUR|T|ZAT|ON
minimize the reinvestment and interest-rate risks inherent in

the traditional fixed-rate mortgage-backed security. As a resu ; : ; i
of the Tax Reform Act of 1986, the REMIC was created. Thevvhlle clear benefits accrue to banking organi

REMIC is a more flexible mortgage security that expanded thgaﬂons that_ engage in securit_iz_a_tion activities
appeal of the CMO structure to a wider investor base an@nd invest in ABS, these activities have the

offered preferred tax status to both investors and issuerpotential to increase the overall risk profile of

Today, almost all CMOs are issued in REMIC form. (“The ; ; . f .
ABCs of CMOs, REMICs and I0/POs: Rocket Sciencet '€ Panking organization if they are not carried
Comes to Mortgage FinanceJournal of Accountangydpril  QUt prudently. For the most part, the types of

1991, p. 41.) risks that financial institutions encounter in the
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Asset Securitization 4030.1

securitization process are identical to those thatith higher risk than they would normally want
they face in traditional lending transactionsjo retain for their own portfolios.

including credit risk, concentration risk, interest- Issuers may face pressures to provide “mora
rate risk (including prepayment risk), operarecourse” by repurchasing securities backed b
tional risk, liquidity risk, moral-recourse risk, loans or leases they have originated that hav
and funding risk. However, since the securitizadeteriorated and become nonperforming in orde
tion process separates the traditional lendintp protect their name in the market. Funding risk
function into several limited roles, such asmay also be a problem for issuers when marke
originator, servicer, credit enhancer, trustee, anaberrations do not permit the issuance of asse
investor, the types of risks that a bank willbacked securities that are in the securitizatiol
encounter will differ depending on the role itpipeline.

assumes.

Servicer-Specific Risks
Investor-Specific Risks

Banking organizations that service securitiza
Investors in ABS will be exposed to varyingtion issues must ensure that their policies
degrees of credit risk, that is, the risk thatoperations, and systems will not permit break
obligors will default on principal and interest downs that may lead to defaults. Substantial fe
payments. As they are in direct investments ifncome can be realized by acting as a service
the underlying assets, investors are also subjen institution already has a fixed investment in
to the risk that the various parties in the securiits servicing systems and achieving economie
tization structure, for example, the servicer oof scale relating to that investment is in its bes
trustee, will be unable to fulfill their contractual interest. The danger, though, lies in overloadin
obligations. Moreover, investors may be suscephe system'’s capacity, thereby creating enormot
tible to concentrations of risks across variousut-of-balance positions and cost overruns. Se
asset-backed security issues through overexpeicing problems may precipitate a technical
sure to an organization performing various roleslefault, which in turn could lead to the prema-
in the securitization process or as a result ofure redemption of the security. In addition,
geographic concentrations within the pool ofexpected collection costs could exceed fel
assets providing the cash flows for an individuaincome. (For further guidance, examiners shoul
issue. Also, since the secondary markets fasee section 2040.3, “Loan Portfolio Manage-
certain ABS are limited, investors may encounment,” examination procedure 14.b.)
ter greater than anticipated difficulties (liquidity
risk) when seeking to sell their securities. Fur-
ther)more, certain gerivative instruments, such aé‘CCOUNTING ISSUES
stripped asset-backed securities and residuals, L .
may be extremely sensitive to interest rates anfgSSet Securitization transactions are frequent!
exhibit a hlgh degree of price voIatiIity. There- structured. to .obtaln certain accountlng treat
fore, they may dramatically affect the risk ments, \_/v_hlch in turn _affect reported measures C
exposure of investors unless used in a properc%rofltablllty and capital adequacy. In transfer-
structured hedging strategy. Examiner guidancg?d @SSets into a pool to serve as collateral fo
in the Trading and Capital-Markets Activities ABS, @ key question is whether the transfel
Manual, section 3000.1, “Investment SecuritiesShould be treated as a sale of the assets or a:

and End-User Activities,” is directly applicable collateralized borrowing, that is, a financing
to ABS held as investments. transaction secured by assets. Treating the:

transactions as a sale of assets results in the
. . being removed from the banking organization’s
Issuer-Specific Risks balance sheet, thus reducing total assets relati
to earnings and capital, and thereby producin
Banking organizations that issue ABS may beigher performance and capital rati$reating
subject to pressures to sell only their best assets,

thus reducing the quality of their own loan————— o cing o
portfolios. On the other hand, some banking, 3 SeeFAS 125 Aecounting for Trustees and Servicing o
inancial Assets and Extinguishments of Liabilities,” for

organizations may feel pressures to relax thefiteria that must be met for the securitization of assets to b
credit standards because they can sell assetgounted for as a sale.
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4030.1 Asset Securitization

these transactions as financings, however, meaosly against the amount of the direct credit
that the assets in the pool remain on the balansibstitute, which can be significantly different
sheet and are subject to capital requirements aficom the amount of capital that the institution
the related liabilities to reserve requiremehts. should maintain against the concentrated credit
risk in the guarantee. Examiners should ensure
that banking organizations have implemented
reasonable methods for allocating capital against
CAPITAL ADEQUACY the economic substance of credit exposures
arising from early amortization events and
As with all risk-bearing activities, institutions liquidity facilities associated with securitized
should fully support the risk exposures of theitransactions. These liquidity facilities are usu-
securitization activities with adequate capitalally structured as short-term commitments in
Banking organizations should ensure that theierder to avoid a risk-based capital requirement,
capital positions are sufficiently strong to supeven though the inherent credit risk may be
portall of the risks associated with these activi-similar to that of a guarantee.
ties on a fully consolidated basis and should If, in the examiner's judgment, an institu-
maintain adequate capital in all affiliated entitiegion’s capital level is not sufficient to provide
engaged in these activities. The Federal Reservgotection against potential losses from such
risk-based capital guidelines establisimimum credit exposures, this deficiency should be
capital ratios, and those banking organizationeflected in the banking organization’s CAMELS
exposed to high or above-average degrees #iting. Furthermore, examiners should discuss
risk are, therefore, expected to operate signifthe capital deficiency with the institution’s man-
cantly above the minimum capital standards. agement and, if necessary, its board of directors.
The current regulatory capital rules may r,c,tSuch.an institution will be expected to Qevelop
fully incorporate the economic substance of th@nd implement a plan for strengthening the
risk exposures involved in many securitizatiorPrganization’s overall capital adequacy to levels
activities. Therefore, when evaluating capitadeemed appropriate given all the risks to which
adequacy, examiners should ensure that bankitgiS €xposed.
organizations that (1) sell assets with recourse,
(2) assume or mitigate credit risk through the
use of credit derivatives, and/or (3) provideRISK-BASED CAPITAL
direct credit substitutes and liquidity facilities toPROVISIONS AFFECTING ASSET
securitization programs are accurately identfySECURITIZATION
ing and measuring these exposures and main-
taining capital at aggregate levels sufficient torhe risk-based capital framework assigns risk
support the associated credit, market, liquidityyeights to loans, ABS, off-balance-sheet credit
reputational, operational, and legal risks. enhancements, and other assets related to secu-
Examiners should review the substance ofitization Second, bank holding companies that
securitizations when assessing underlying risansfer assets with recourse to the seller as part
exposures. For example, partial, first-loss direct
credit substitutes providing credit protectiontoa———————
securitization transaction can, in substance, 5. For further guidance on distinguishing, for risk-based

B [P ; apital purposes, whether a facility is a short-term commit-
involve the same credit risk as would be IrWOl\/mfn1ent or a direct credit substitute, see SR-92-11, ‘Asset-

n holding the entire asset pool on the institUgacked cCommercial Paper Programs.” Essentially, facilities
tion’s balance sheet. Under current rules, howat provide liquidity, but which also provide credit protection
ever, regulatory capital is explicitly required to secondary-marketinvestors, are to be treated as direct credit
substitutes for purposes of risk-based capital.
6. In addition to being subject to risk-based capital
_ requirements, servicing assets are also subject to capital
4. Note, however, that it is the Federal Reserve’s Reguldimitations. The total amount of servicing assets (including
tion D (12 CFR 204) that defines what constitutes a reservableoth mortgage-servicing assets and nonmortgage-servicing
liability of a depository institution. Thus, although a given assets) and purchased credit-card relationships that may be
transaction may qualify as an asset sale for call reporncluded in a bank’s capital may not, in aggregate, exceed 100
purposes, it nevertheless could result in a reservable liabilitpercent of tier 1 capital. The total amount of nonmortgage-
under Regulation D. See the call report instructions for furtheservicing assets and purchased credit-card relationships is
guidance. Also, refer to section 3020.1, “Assessment obubject to a separate aggregate sublimit of 25 percent of tier 1
Capital Adequacy.” capital.
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of the securitization process will now be explic-backed by GNMA securities will be assigned to
itly required to hold capital against their off- the 20 percent risk category as opposed to th
balance-sheet credit exposures. However, th&percent category appropriate to the underlyini
specific capital requirement will depend on theGNMA securities. The criteria that a privately
amount of recourse retained by the transferringssued mortgage-backed security must meet 1
institution and the type of asset sold withbe assigned the same risk weight as the unde
recourse. Third, banking organizations that prolying assets are as follows:
vide credit enhancement to asset securitization
issues through standby letters of credit or by The underlying assets are held by an indeper
other means will have to hold capital against the dent trustee, and the trustee has a first priority
related off-balance-sheet credit exposure. perfected security interest in the underlying
The risk weights assigned to an asset-backedassets on behalf of the holders of the security
security generally depend on the issuer and on The holder of the security has an undividec
whether the assets that compose the collateralpro rata ownership interest in the underlying
pool are mortgage-related assets or guaranteednortgage assets, or the trust or single-purpos
by a U.S. government agency. ABS issued by a entity (or conduit) that issues the security ha:
trust or a single-purpose corporation and backed no liabilities unrelated to the issued securities
by nonmortgage assets generally are to beThe cash flow from the underlying assets of
assigned a risk weight of 100 percent. the security in all cases fully meets the cash
Securities guaranteed by U.S. government flow requirements of the security without
agencies and those issued by U.S. government-undue reliance on any reinvestment income.
sponsored agencies are assigned risk weights ofNo material reinvestment risk is associatec
0 percent and 20 percent, respectively, becausewith any funds awaiting distribution to the
of the low degree of credit risk. Accordingly, holders of the security.
mortgage pass-through securities guaranteed by
GNMA are placed in the risk category of O per-Those privately issued mortgage-backed secur
cent. In addition, securities such as participatioties that do not meet the above criteria are to b
certificates and CMOs issued by FNMA orassigned to the 100 percent risk category.
FHLMC are assigned a 20 percent risk weight. If the underlying pool of mortgage-related
However, several types of securities issued bgssets is composed of more than one type ¢
FNMA and FHLMC are excluded from the asset, then the entire class of mortgage-backe
lower risk weight and slotted in the 100 percensecurities is assigned to the category appropria
risk category. Residual interests (for exampleto the highest risk-weighted asset in the asse
CMO residuals) and subordinated classes gfool. For example, if the security is backed by &
pass-through securities or CMOs that absorpool consisting of U.S. government—sponsore
more than their pro rata share of loss aregency securities (for example, FHLMC partici-
assigned to the 100 percent risk-weight catepation certificates) that qualify for a 20 percent
gory. Furthermore, high-risk mortgage derivatisk weight and conventional mortgage loans
tive securities and all stripped, mortgage-backethat qualify for the 50 percent risk category, ther
securities, including 10s, POs, and similarthe security would receive the 50 percent ris}
instruments, are also assigned to the 100 perceneight.
risk-weight category because of their high price While not set forth specifically in the risk-
volatility and market risk. based capital guidelines, student loan—backe
A privately issued mortgage-backed securityecurities that meet the above-mentioned criteri
that meets the criteria listed below is considerethay also be considered an indirect holding o
a direct or indirect holding of the underlying the underlying assets and assigned to the san
mortgage-related assets and is generally assignesk category as those assets. For instance, i
to the same risk category as those assets (fakS. Department of Education conditionally
example, U.S. government agency securitieguarantees banks originating student loans fc
U.S. government-sponsored agency securitie38 percent of each loan under the Federe
FHA- and VA-guaranteed mortgages, and conFamily Education Loan Program. The guaran
ventional mortgages). However, under no cirteed portion of the student loans is eligible for
cumstances will a privately issued mortgagethe 20 percent risk category. Therefore, senic
backed security be assigned to the 0 percent risisset-backed securities that are supported sole
category. Therefore, private issues that arby student loans that are conditionally guaran
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teed by the Department of Education and whicheceivable is the contractual right to receive
meet the four criteria listed above may besome or all of the interest due on a bond, a
assigned to the 20 percent risk category to theortgage loan, or other interest-bearing finan-
extent they are guaranteed. As with mortgagezial assets, including the rights to future interest
backed securities, subordinated student loareash flows that exceed contractually specified
backed securities and securities backed by poodervicing fees on assets that have been sold.
of conditionally guaranteed and nonguaranteed another divergence from the general risk-
student loans would be assigned to the 100 pefased capital treatment for assets sold with
cent risk category. recourse concerns small-business obligations.
Banks report their activities in accordanceQualifying institutions that transfer small-
with GAAP, which permits asset securitizationbusiness obligations with recourse are required,
transactions to be treated as sales when certdisr risk-based capital purposes, to maintain
criteria are met even when there is recourse teapital only against the amount of recourse
the seller. In accordance with the RBC guideretained, provided two conditions are met. First,
line, banks are required to hold capital againsthe transactions must be treated as a sale under
the off-balance-sheet credit exposure arisinGAAP, and second, the transferring institutions
from the contingent liability associated with themust establish, pursuant to GAAP, a noncapital
recourse provisions. This exposure, generallyeserve sufficientto meet the reasonably estimated
the outstanding principal amount of the assetiability under their recourse arrangements.
sold with recourse, is considered a direct credit ganking organizations will be considered

substitute that is converted at 100 percent to 8flualifying if, pursuant to the Board’s prompt-
on-balance-sheet credit-equivalent amount ftgrrective-action regulation (12 CFR 208.30),
appropriate risk weighting. they are well capitalized or, by order of the
A banking organization that contractually lim- Board, adequately capitaliz&€dTo qualify, an
its its maximum recourse obligation to an amouninstitution must be determined to be well capi-
less than the full effective risk-based capitatalized or adequately capitalized without taking
requirement for the transferred assets is requirgflto account the preferential capital treatment
to hold risk-based capital equal to the maximunior any previous transfers of small-business
amount of the recourse obligatiGnThus, a obligations with recourse. The total outstanding
banking organization’s capital requirement oramount of recourse retained by a qualifying
low-level recourse transactions would not exceeflanking organization on transfers of small-
the maximum contractual amount it could loseyusiness obligations receiving the preferential

under the recourse obligation. This capital treateapital treatment cannot exceed 15 percent of
ment applies to low-level recourse transactionghe institution’s total risk-based capital.

involving all types of assets, including commer- - ganking organizations that issue standby let-

cial loans and residential mortgages. _ ters of credit as credit enhancements for ABS
Low-level recourse transactions may arise

when a bank sells or securitizes assets and uses

t )
contractual cash ﬂOWS, such as spread accoun % Under 12 CFR 208.33, a state member bank is deemed

and interest-only strip receivablle.sr as credif pe well capitalized if it (1) has a total risk-based capital
enhancement for the sold or securitized assets. rétio of 10.0 percent or greater; (2) has a tier 1 risk-based
spread account is an escrow account that a bankpital ratio of 6.0 percent or greater; (3) has a leverage ratio

typically establishes to absorb losses on recei >0 percent or greater; and (4) is not subject to any written
agreement, Order, Capltal dlreCthe, or prompt-corrective-

able§ _it has _SOId in a securitiz_ation, thereméction directive issued by the Board pursuant to section 8 of
providing credit enhancement to investors in théhe FDI Act, the International Lending Supervision Act of
securities backed by the receivables, for exanmi983, or section 38 of the FDI Act or any regulation

ple, credit card receivables. As defined in FASBhereunderto meet and maintain a specific capital level for any
§ ’ Capital measure.

Statement No. 125, *Accounting for Transfers™ siate member bank is deemed to be adequately capital-
and Servicing of Financial Assets and Extin-ized if it (1) has a total risk-based capital ratio of 8.0 or
guishments of Liabilities,” an interest-only strip greater, (2) has a tier 1 risk-based capital ratio of 4.0 percent
or greater, (3) has a leverage ratio of 4.0 percent or greater or
a leverage ratio of 3.0 percent or greater if the bank is rated
_ composite 1 under the CAMELS rating system in its most
7. For example, the effective risk-based capital requirerecent examination and is not experiencing or anticipating
ment generally would be 4 percent for residential mortgagesignificant growth, and (4) does not meet the definition of a
and 8 percent for commercial loans. well-capitalized bank.
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issues must hold capital against these contingeftolicies and Procedures
liabilities under the risk-based capital guide-
lines. According to the guidelines, financial

: . . .Senior management is responsible for ensurin
standby letters of credit are direct credit SUbSt'fhat the risks arising from securitization activi-

tutes, whiph are converted in their_ entirety Yies are adequately managed on both a shor
credit-equivalent amounts_.The credlt-equwaleqrerm and long-run basis. Management shoul
amounts are then risk weighted according to thg . \re that there are adequate policies ar
type of counterparty or, if relevant, to anyocedures in place for incorporating the risk of
guarantee or collateral. these activities into the overall risk-managemer
process of the institution. Such policies shoulc
ensure that the economic substance of the ris
SOUND RISK-MANAGEMENT exposures generated by these activities is full
PRACTICES recognized and appropriately managed. In add
tion, banking organizations involved in securi-
Examiners should verify that an institutiontization activities should have appropriate poli-
incorporates the risks involved in its securitizaCies, procedures, and controls for underwriting
tion activities into its overall risk-managementasset-backed securities; funding the possibl
system. The system should entail (1) inclusiofieturn of revolving receivables (for example,
of risk exposures in reports to the institution’scredit card receivables and home equity lines)
senior management and board to ensure propafRd establishing limits on exposures to indi-
management oversight; (2) adoption of approvidual institutions, types of collateral, and geo-
priate policies, procedures, and guidelines t@raphic and industrial concentrations.
manage the risks involved; (3) appropriate mea-
surement and monitoring of risks; and (4) assur-
ance of appropriate internal controls to verify . .
the integrity of the management process witiRiSK Measurement and Monitoring
respect to these activities. The formality and
sophistication of an institution’s risk-managemenfn institution’s management information and
system should be commensurate with the naturisk-measurement systems should fully incorpo
and volume of its securitization activities. Insti-rate the risks involved in its securitization
tutions with significant activities in this area areactivities. Banking organizations must be able t
expected to have more elaborate and formadientify credit exposures from all securitization
approaches to manage the risk of their securitiactivities, as well as measure, quantify, anc
zation activities. control those exposures on a fully consolidate:
basis. The economic substance of the cred
exposures of securitization activities should be
Board and Senior Management fuIIyir]cor_porated _into_ the i_nstitu;ion’s efforts to
Oversight quantl]‘y its credit risk, |nclud|ng gfforts to
establish more formal grading of credits to allow
or statistical estimation of loss-probability dis-
ributions. Securitization activities should also

understand the degree to which the organizatiobe mclude_d in any aggregations of credit risk by
is exposed to the credit, market, liquidity,°C"TOWer. industry, or economic sector.

operational, legal, and reputational risks involved An institution’s information systems should
in the institution’s securitization activities. Theyidentify and segregate those credit exposure
are also responsible for ensuring that the formaRrising from the institution’s loan-sale and
ity and sophistication of the techniques used t§€curitization activities. Such exposures includ
manage these risks are commensurate with tti@e sold portions of participations and syndica
level of the organization’s activities. The boardtions, exposures arising from the extension o
should approve all significant policies relating tocredit enhancement and liquidity facilities, the
the management of risk arising from securitizagffects of an early amortization event, and the
tion activities and should ensure that risk expoinvestment in asset-backed securities. The ma

sures are fully incorporated in board reports an@gement reports should provide the board an
risk-management reviews. senior management with timely and sufficient

Both the board of directors and senior manag
ment are responsible for ensuring that they full
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information to monitor the institution’s expo- ernment agencies (12 USC 335 and 12 USC 24).
sure limits and overall risk profile. Bank holding companies may underwrite and
deal in U.S. government and in agency, state,
and municipal securities and other obligations
Stress Testing that state member banks are authorized to
underwrite and deal in under section 16 of the
The use of stress testing, including combina®lass-Steagall Act (referred to as “eligible
tions of market events that could affect a bankSecurities”), as authorized by section
ing organization’s credit exposures and securz25.28(b)(8)(i) of Regulation Y. By Board order,
tization activities, is another important elemenP€ginning in 1987, certain bank holding com-
of risk management. Stress testing involve®any nonbanking subsidiaries were given the
identifying possible events or changes in marketuthority to underwrite and deal in “ineligible
behavior that could have unfavorable effects of€curities” that member banks may not under-
the institution and assessing the organization'¢/'iteé and deal in, specifically—
ability to withstand them. Stress testing should o . .
consider not only the probability of adverse® Enunlplpal revenu_e"b_onds, including so-called
events but also likely worst-case scenarios. Stress Public ownership™ industrial development
testing should be done on a consolidated basisPonds (tax-exempt bonds in which the gov-
and should consider, for instance, the effect of €rnmental issuer or the government unit on
higher-than-expected levels of delinquencies and Pe€half of which the bonds are issued is the
defaults, as well as the consequences of early9WNner for federal income tax purposes, of the
amortization events with respect to credit card financed facility, such as airports, mass com-
securities, that could raise concerns regarding Muting facilities, and water pollution control
the institution’s capital adequacy and its liquid- facilities), » o
ity and funding capabilities. Stress-test analyse’s Mortgage-related securities (obligations secured
should also include contingency plans for pos- PY OF representing an interest in one- to

sible management actions in certain situations. four-family residential real estate),
» consumer receivable-related securities, and

 “prime quality” commercial paper.

Internal Controls In January 1989, certain bank holding com-

, . any section 20 nonbanking subsidiaries were
One of management’s most important respons

s e T Also approved to underwrite and deal in debt or
bilities is establishing and maintaining an effec- PP

. : equity securities (excluding open-end invest-
tive system of internal controls. Among other quity ( 9 op

thi nt | trols should enf the offi ment companies). The Board, however, required
1Ings, Internal controls should eniorce € Offlyy 4t o5ch applicant establish the necessary mana-
cial lines of authority and the appropriate sep

. o . ' ag';erial and operational infrastructure before
ration of duties in managing the risks of theyocoiving Board authorization to commence
institution. These internal controls must be SUitfhe expanded underwriting and dealing activity.
f’ible f(.’r the_ type and level of risks at th.eAII bank holding companies having section 20
institution, given the nature and scope of Board orders are subject to specific conditions
activities. Moreover, these internal controls “firewalls”) as stated within their respective
should ensure that financial reporting is reliabl rders.
(in published financial reports and regulatory On September 21, 1989, the Board approved
reports), including adequate allowances Opn orqer (FRB 751(1989)) giving bank holding
liabilities for expected losses. company subsidiaries the ability to underwrite

and deal in securities of affiliates, consistent

with section 20 of the Glass-Steagall Act, if the
UNDERWRITING AND DEALING securities—
IN SECURITIES

« are rated by an unaffiliated, nationally recog-
Member banks may underwrite and deal in nized statistical rating organization; or
obligations of the United States, general obli= are issued or guaranteed by the FNMA,
gations of states and political subdivisions, and FHLMC, or GNMA, or they represent inter-
certain securities issued or guaranteed by gov- ests in such obligations.
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For a more detailed description of underwritingAPPRAISALS AND

and bank dealer activities, see section 2030.MJORTGAGE-BACKED

“Bank Dealer Activities.” SECURITIES

The securitization power of national banks

was reaffirmed by the Supreme Court on Februdnder 12 CFR 225.63(a)(8), an appraisal per

ary 20, 1990, when the Supreme Court let stanfbrmed by a state-certified or -licensed appraise

a court of appeals ruling that permits nationals not required for any real estate—related finan

banks to package and sell mortgage loans a&sal transaction in which a regulated institution

securities. The ruling confirms that nationalpurchases a loan or interest in a loan, poole

banks can not only sell but also underwritdoans, or interest in real property, including

mortgage-backed securities from mortgage loanaortgage-backed securities, provided that th

that they originate (Securities Industry Associaappraisal prepared for each pooled loan or re:

tion v. Clarke, 885 F.2d 1034 (2d Cir. 1989),property interest met the requirements of the

cert. denied, 110 S.Ct. 1113(1990)). regulation. Banks must establish procedures fc
determining and ensuring that applicable apprais
als meet the requirements.

SECURITIZATION

OF COMMERCIAL PAPER

EXAMINATION GUIDELINES
The involvement of banks in the securitizationFOR ASSET SECURITIZATION
of commercial paper has increased significantly
over time. It is important to note, however, thatA banking organization may be involved in
asset-backed commercial paper programs differriginating the assets to be pooled, packagin
from other methods of securitization. One dif-the assets for securitization, servicing the poole
ference is that more than one type of asset mayssets, acting as trustee for the pool, providin
be included in the receivables pdoMoreover, credit enhancements, underwriting or placin
in certain cases, the cash flow from the receivthe ABS, or investing in the securities. Indi-
ables pool may not necessarily match the paysidual securitization arrangements often posses
ments to investors because the maturity of thanique features and the risks addressed in th
underlying asset pool does not always paralledbbreviated version of the examiner guideliftes
the maturity of the structure of the commercialdo not apply to all securitization arrangements
paper. Consequently, when the paper matures,gbnversely, arrangements may entail risks nc
is usually rolled over, or funded by anothersummarized here. Examiners should judge
issue. In certain circumstances, a maturing issusanking organization’s exposure to securitiza
of commercial paper cannot be rolled over. Taion with reference to the specific structures ir
address this problem, many banks have estalvhich the organization is involved and the
lished back-up liquidity facilities. Certain banksdegree to which the organization has identifiec
have classified these back-up facilities as purexposures and has implemented policies an
liquidity facilities, despite the credit enhance-controls to manage them. Examiners may tailo
ment element present in them, and, as a resuthe scope of their examinations if the banking
have incorrectly assessed the risks associate@iganization’s involvement in securitization is
with these facilities. In these cases, the backmmaterial relative to its size and financial
up liquidity facilities have been more similar strength.

to direct credit substitutes than to loan A panking organization participating in secu-
commitments. ritization, in any capacity, should ensure that the
activities are clearly and logically integrated
into the overall strategic objectives of the orga-
nization. The management of the organizatiot

R E— should understand the risks and should not rel
9. See the Federal Reserve System’s Supervision and

Regulation Task Force on Securitization, “An Introduction to

Asset Securitization,” issued as an attachment to SR-90-16;—————

and “Asset-Backed Commercial Paper ProgramBgderal 10. A complete version of the “Examination Guidelines
Reserve BulletinFebruary 1992. for Asset Securitization” is attached to SR-90-16.
Commercial Bank Examination Manual November 1999
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excessively on outside expertise to make crucial reasonable limits on geographic and industrial

decisions regarding securitization activities. concentrations, as well as on exposures to
As mentioned earlier, the degree of securiti- individual institutions;

zation exposure faced by an individual banking internal systems and controls to monitor these

organization depends on the role of the organi- exposures and provide periodic and timely

zation in the securitization process. An organi- reports to senior management and the board of

zation involved in the issuance of ABS as directors on performance and risks; and

originator, packager, servicer, credit enhances, procedures for identifying potential or actual

underwriter, or trustee may face combinations conflicts of interest and policies for resolving

and degrees of risk different from those faced by those conflicts.

an organization that only invests in ABS. Exam-

iners should assess a banking organization'she following general guidelines are intended

level, identification, and management of riskso help examiners assess the exposures of

within the context of its roles. banks and bank holding companies to asset
A banking organization should conduct ansecuritization.

independent analysis of its exposures before

participating in any aspect of securitization and

should continue to monitor its exposures through- . i .

out its involvement. The analysis and subse-BankIng Organlza_tlons Involved in

quent monitoring should take into account thdSSUing or Managing ABS

entire securitization arrangement, emphasizin . o ) )

different risks according to the role that theA banking organization involved in the issuance

organization plays. Excessive reliance on opindf ABS as originator, packager, servicer, credit

ions of third parties and reported collateranhancer, underwriter, or trustee should analyze

values should be avoided. the assets underlying the asset-backed security
An organization involved in the issuance ofand the structure of the arrangement, including—

ABS should scrutinize the underlying assets, o

giving consideration to their yield, maturity, * the character|§t|cs and expected performance

credit risk, prepayment risk, and the accessibil- of the underlying assets,

ity of collateral in cases of default, as well as the the banking organization’s ability to meet its

structure of the securitization arrangement and obligations under the securitization arrange-

the ability of the other participants in the trans- ment, and

action to meet their obligations. On the other the ability of the other participants in the

hand, a banking organization investing in ABS arrangement to meet their obligations.

can be expected to place greater emphasis on the

characteristics of the ABS as securities, paying Analysis of the underlying assets should be

attention primarily to credit risk, prepaymentconducted independently by each participant in

risk, liquidity risk, and concentration risk; the the process, giving consideration to yield,

underlying assets and structure of the securitimaturity, credit risk, prepayment risk, and the

zation arrangement would be evaluated onlgccessibility of collateral in cases of default. An

within this context. originator should further consider the impact of
Appropriate policies, procedures, and consecuritization on the remaining asset portfolio

trols should be established by a banking orgaand on the adequacy of loan-loss reserves and

nization before participating in asset securitizaeverall capital.

tion. Controls should include well-developed Financial position and operational capacity

management information systems. In additionshould be adequate to meet obligations to other

significant policies and procedures should b@arties in a securitization arrangement, even

approved and reviewed periodically by theunder adverse scenarios. Accordingly, a banking

organization’s board of directors. organization should ensure that the pricing of
In addition to evaluating and monitoring services is adequate to cover costs over the term

exposure to particular securitization deals, af the obligation, as well as to compensate for

banking organization should manage its overathssociated risks. Further, the organization should

exposure on a consolidated holding companfiave contingency plans to transfer responsibili-

basis. Management of these exposures shouliés to another institution in the event that those

include— responsibilities can no longer be fulfilled.
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Examiners should determine that the bankingpan sales with recourse; credit derivatives
organization has policies and controls for mandirect credit substitutes, such as letters of credi
aging contractual obligations, including manageand liquidity facilities extended to securitization
ment of collateral, if applicable. Staffing levelsprograms, as well as certain asset securitizatic
should be adequate to fulfill responsibilities.  structures, such as the structure typically used t
If a banking organization’s obligations, undersecuritize credit card receivables.
a securitization agreement, are subcontracted to The partial, first-loss recourse obligations ar
other parties, an assessment of the subcontraostitution retains when selling assets, and th
tor’s financial position and operational capacityextension of partial credit enhancements (fo
should be conducted before delegating respoexample, 10 percent letters of credit) in connec
sibility. Further, the subcontractor’s financialtion with asset securitization, can be sources ¢
position and compliance with contractual obli-concentrated credit risk by exposing institutions
gations should be monitored periodically. to the full amount of expected losses on the
A banking organization involved in issuing protected assets. For instance, the credit ris
ABS should assess the ability of other particiassociated with whole loans or pools of asset
pants in the securitization arrangement to meehat are sold to secondary-market investors ca
their obligations, considering obligations thatoften be concentrated within the partial, first-
they may have under other securitization arrangéess recourse obligations retained by the bank
ments. The rights and obligations of each of théng organizations selling and securitizing the
participants under possibly novel legal andassets. In these situations, even though institt
institutional arrangements should be clearlyions may have reduced their exposure to cats
documented. strophic loss on the assets sold, they general
Funding and liquidity management for origi- retain the same credit-risk exposure that the
nators and packagers of securitized assets showlduld have had if they continued to hold the
avoid excessive reliance on the device of secwassets on their balance sheets.
ritization. Originators and packagers should In addition to recourse obligations, institu-
monitor the securitization market closely, develogions assume concentrated credit risk throug
a broad customer base for their securitizatiothe extension of partial direct credit substitutes
activities, and maintain diversified fundingsuch as through the purchase (or retention) c
sources. subordinated interests in their own asset secur
Banking organizations should not rely excestizations or through the extension of letters of
sively on the expertise of a single individual orcredit. For example, banking organizations tha
a small group of individuals, either inside orsponsor certain asset-backed commercial pap
outside the organization, for the management girograms, or so-called “remote-origination”
participation in securitization activities. conduits, can be exposed to high degrees ¢
Examiners should ensure that an organizatiocredit risk even though it may seem that theil
acting as trustee for ABS follows the usualnotional exposure is minimal. A remote-
standards for trust services. origination conduit lends directly to corporate
customers referred to it by the sponsoring bank
ing organization that used to lend directly to
Policy and Portfolio Analysis these same borrowers. The conduit funds thi
lending activity by issuing commercial paper
Credit risk. Institutions should be aware that thethat, in turn, is guaranteed by the sponsorin
credit risk involved in many securitization banking organization. The net result is that the
activities may not always be obvious. For cersponsoring institution has much the same credi
tain types of loan-sales and securitization trangisk exposure through this guarantee that i
actions, a banking organization may actually b&vould have had if it had made the loans directly
exposed to essentially the same credit risk as ind held them on its books. This is an off-
traditional lending activities, even though abalance-sheet transaction, however, and i
particular transaction may, superficially, appeaassociated risks may not be fully reflected in the
to have isolated the institution from any riskinstitution’s risk-management system.
exposure. In such cases, removal of an assetFurthermore, banking organizations that exten
from the balance sheet may not result in diquidity facilities to securitized transactions,
commensurate reduction in credit risk. Transagarticularly to asset-backed commercial pape
tions that can give rise to such instances includprograms, may be exposed to high degrees «
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credit risk which may be subtly embeddeds provided by the spread account, which is
within a facility’s provisions. Liquidity facilities essentially a reserve funded initially from the
are commitments to extend short-term credit texcess yield.

cover temporary shortfalls in cash flow. While |n addition, the structural provisions of credit
all commitments embody some degree of crediard securitizations generally provide credit pro-
risk, certain commitments extended to assetection to investors through the triggering of
backed commercial paper programs to providearly amortization events. Such an event usually
liquidity may subject the extending institution tojs triggered when the underlying pool of credit
the credit risk of the underlying asset pool, oftertard receivables deteriorates beyond a certain
trade receivables, or of a specific company usingoint and requires that the outstanding credit
the program for funding. Often, the stated purcard securities begin amortizing early to pay off
pose of these liquidity facilities is to provide investors before the prior credit enhancements
funds to the program to retire maturing commerare exhausted. As the early amortization accel-
cial paper when a mismatch occurs in thesrates the redemption of principal (paydown) on
maturities of the underlying receivables and théhe security, the credit card accounts that were
commercial paper, or when a disruption occurgssigned to the master credit-card trust return to
in the commercial paper market. However, dethe securitizing institution more quickly than
pending on the provisions of the facility—suchhad originally been anticipated. Thus, the insti-
as whether the facility covers dilution of thetution is exposed to liquidity pressures and any
underlying receivable pool—credit risk can befurther credit losses on the returned accounts.

shifted from the program’s explicit credit Eyaminer procedures for reviewing credit risk
enhancements to the liquidity facility. Such 4.6 outlined below:

provisions may enable certain programs to fund

riskier assets and yet maintain the credit rating £xaminers should review a banking organiza-
on the program's commercial paper without tion's policies and procedures to ensure that
increasing the program’s credit-enhancement {he organization follows prudent standards of
levels. _ o credit assessment and approval for all securi-

The structure of various securitization trans- tization exposure. Procedures should include
actions can also result in an institution’s retain- 5 initial thorough and independent credit
ing the underlying credit risk in a sold pool of ~g5sessment of each loan or pool for which it
assets. Examples of this contingent credit-risk n55 assumed credit risk, followed by periodic

retention include credit card securitizations in cregit reviews to monitor performance through-
which the securitizing organization explicitly ot the life of the exposure.

sells the credit card receivables to a master trusf, o e« should determine that figorous

cognomic isk of 1555 associated with the assets /edlt tandards are applied, regardless of the
role an organization plays in the issuance of

i?ﬁ/‘;i‘#;ﬁs gf E[E‘Z g(?:ggspriotetlzmlsonreggoggfgurg?s ABS. The servicer, credit enhancer, and under-
y yield, sp 'writer must perform assessments and approv-

and structural provisions of the securitization. als independent of and distinct from reviews
Excess vyield provides the first level of credit provided by the originator or packager
protection that can be drawn upon to cover cash ™ . o S
shortfalls between the principal and coupor; Maor policies and procedures, including
owed to investors and the investors’ pro rata INternal credit-review and -approval proce-
share of the master trust's net cash flows. The dures and in-house exposure limits, should be
excess yield is equal to the difference between reViewed periodically and approved by the
the overall yield on the underlying credit card nstitution’s board of directors.
portfolio and the master trust's operating® Failure, fraud, or mismanagement on the part

expensesd? The second level of credit protection Of one participantin an ABS issue could result
in loss to any of the other institutions involved

11. Dilution essentially occurs when the receivables in the
underlying asset pool—before collection—are no longer viable
financial obligations of the customer. For example, dilutionmaster trust's operating expenses. It is calculated by subtract-
can arise from returns of consumer goods or unsold merchamg from the gross portfolio yield (1) the coupon paid to
dise by retailers to manufacturers or distributors. investors, (2) charge-offs for that month, and (3) a servicing

12. The monthly excess yield is the difference between thée, usually 200 basis points paid to the banking organization
overall yield on the underlying credit card portfolio and thesponsoring the securitization.
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in the issue. A banking organization involvedarea. Examiner procedures for reviewing con
in securitization should have adequate procezentration risk are outlined below:

dures for evaluating the internal control pro-

cedures and financial strength of other instis When determining compliance with internal
tutions with which it is involved. credit-exposure limits, securitization exposure
Securitization arrangements may remove should be aggregated with all loans, exten
a credit enhancer from direct access to the sions of credit, debt and equity securities
collateral. The remedies available to a bank- legally binding financial guarantees, commit-

ing organization involved in the provision of
credit enhancement in the event of a default
should be clearly documented. .
Examiners should ensure that, regardless of
the role an institution plays in securitization,
ABS documentation clearly specifies the limi-
tations of the institution’s legal responsibility
to assume losses.

Examiners should verify that a banking orga-
nization acting as originator, packager, or
underwriter has written policies addressing

ments, and any other investments involving
the same obligor.

Examiners should review all pools of sold
assets for industrial or geographic concentra
tions. Excessive exposures to an industry ©
region among these assets should be noted
the review of the banking organization’s loan
portfolio.

Inherent in securitization is the risk that, if
another party involved in the securitization

the repurchase of assets and other reimburse-arrangement becomes unable to perforr
ment to investors in the event that a defaulted according to contract terms, the issue migh
package results in losses exceeding any con-default even while the underlying credits are
tractual credit enhancement. A banking orga- performing. This credit exposure to the othel
nization that repurchases defaulted assets ormanaging parties in a securitization transac

pools in contradiction of the underlying agree-
ment in effect sets a standard by which it
could potentially be found legally liable for
all “sold” assets. Examiners should, therefore,
review any situations in which the organiza-
tion has repurchased or otherwise reimbursed
investors for poor-quality assets.

tion should be included under a banking
organization’s general line to those institu-
tions. Examiners should, therefore, ensur
that, in addition to policies limiting direct
credit exposure, an institution has develope
exposure limits, with respect to particular
originators, credit enhancers, and servicers.

A banking organization’s records should be
reviewed to ensure that credit, pricing, andReputational risk.The securitization activities
servicing standards for securitized assets a many institutions may also expose them tc
equivalent to standards for assets that remasignificant reputational risks. Often, banking
on the books. The quality of securitized assetsrganizations that sponsor the issuance of ass
should be accurately characterized to invessacked securities act as servicers, administr:
tors and other parties to the securitizatiortors, or liquidity providers in the securitization
arrangement to avoid unforeseen pressures t@nsactions. These institutions must be aware
repurchase defaulted issues. the potential losses and risk exposure associat
» Pricing policies and practices should bewith reputational risk that arise from these
reviewed to determine that they incorporate asecuritization activities. The securitization of
analysis of the trade-off between risk andassets whose performance has deteriorated m
return. result in a negative market reaction that coulc
» Examiners should consider securitization riskéncrease the spreads on an institution’s subst
when analyzing the adequacy of an organizaguent issuances. To avoid a possible increase
tion’s capital or reserve levels. Adverse creditheir funding costs, institutions have supportec
risk should be classified accordingly. their securitization transactions by improving
the performance of the securitized asset poc
Concentration risk A banking organization (for example, by selling discounted receivable:
involved in originating, packaging, servicing,or adding higher-quality assets to the securitize
underwriting, or credit enhancing ABS mustasset pool). Thus, an institution’s voluntary
take special care to follow in-house diversificasupport of its securitization in order to protect its
tion requirements for aggregate outstandings teeputation can adversely affect the sponsoring c
a particular institution, industry, or geographicissuing organization’s earnings and capital.
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Liquidity and market risk.The existence of should review the length of time these assets
recourse provisions in asset sales, extension ofare held while being processed. Examiners
liquidity facilities to securitization programs, should review management information sys-
and early amortization triggers of certain asset tems reports to age targeted loans and to
securitization transactions can involve signifi- determine if there is any decline in value
cant liquidity risk to institutions engaged in while the loans are in the pipeline. Loans held
these securitization activities. Institutions should for resale in this pipeline should be segregated
ensure that their liquidity contingency plans and carried at the lower of cost or market
fully incorporate the potential risk posed by value.
their securitization activities. When new asset-
backed securities are issued, the issuing bankifigansfer risk and operational riskiransfer risk
organization should determine their potentials analogous to liquidity risk. Itis the risk that an
effect on its liquidity at the inception of eachorganization with obligations under securitiza-
transaction and throughout the life of the secution arrangements may wish to relinquish those
rities to better ascertain its future funding needsobligations but may not be able to do so.
An institution’s contingency plans should con-Operational risk arises from uncertainty about
sider the need to obtain replacement funding anain organization’s ability to meet its obligations
specify the possible alternative funding sourcegynder securitization arrangements and may arise
in the event of the amortization of outstandingrom insufficient computer resources or from a
asset-backed securities. Replacement fundirfgilure of fees to cover associated costs. An
is particularly important for securitizations of organization filling a role that potentially requires
revolving receivables, such as credit cards, ifong-term resource commitments, such as ser-
which an early amortization of the asset-backedlicer or credit enhancer, is most susceptible to
securities could unexpectedly return the outtransfer risk and operational risk. Examiner
standing balances of the securitized accounts frocedures for reviewing transfer and opera-
the issuing institution’s balance sheet. Earlyional risk are outlined below:
amortization of a banking organization’s asset-
backed securities could impede an institution’s Examiners should determine that a banking
ability to fund itself—either through reissuance organization has reviewed the relevant contracts
or other borrowings—since the institution’s repu- to verify that they are free of any unusual
tation with investors and lenders may be features that increase the potential cost of
adversely affected. Moreover, the liquidity risk transfer of obligations.
and market risk to which ABS are subject may Examiners should ascertain that a banking
be exacerbated by thin secondary markets for organization has evaluated the fee structure of
them. Examiner procedures for reviewing liquid- the securitization to determine that fees are
ity and market risk are outlined below: sufficient to cover the costs of associated
services. Further, examiners should determine
that a banking organization has reviewed the
projected cash flow from the underlying assets
to ensure that principal and interest payments
will be timely and will be sufficient to cover

e Examiners should review the policies of
a banking organization engaged in underwrit-
ing, looking for situations in which it cannot
sell underwritten ABS. Credit review, funding

capabilities, and approval limits should allow
the institution to purchase and hold unsolc
securities. Absent this analysis, the institution
should only handle ABS on a best-efforts
basis. All potential credit exposure should be
within legal lending limits.

« Examiners should ensure that a banking orga-

nization engaged in underwriting or market

costs, even under adverse scenarios.

A servicer or credit enhancer subcontracting
or participating responsibilities should ini-
tially assess the financial condition and repu-
tation of any organization to which responsi-
bility may be delegated. Subsequent periodic
monitoring by the servicer or credit enhancer
should assess the financial condition of orga-

making has implemented adequate hedging or nizations to which responsibility has been

other risk-management policies to limit its
exposure to adverse price movements.

nization targets certain loans at origination to

Examiners should determine whether an orga-

delegated, as well as their compliance with
contractual obligations. Trustees should, like-
wise, monitor the financial condition and com-
pliance of all participants in the securitization

be packaged and securitized. If so, examiners arrangement.

November 1999
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Conflicts of interestWith respect to the various ing an institution’s legal-review and liability-
functions performed by a banking organizationprotection measures are outlined below:
the potential for conflicts of interest exists when
an organization plays multiple roles in securiti- Different responsibilities in connection with
zation. Policies and procedures must addresssecuritizations may be split among various
this potential conflict, especially the risk of legal subsidiaries of an organization. Examiners
ramifications or negative market perceptions should, therefore, review the overall risk
if the organization appears to compromise its exposure to an organization. Specifically,
fiduciary responsibility to obligors or investors. examiners should be alert to situations ir
Examiner procedures for reviewing conflicts of which the structure of a securitization effec-
interest are outlined below: tively conceals low-quality assets or contin-
gent liabilities from examination scrutiny and

Examiners should review a banking organiza-
tion’s policies for disclosure of confidential «
but pertinent information about the underlying
assets and obligors. An organization involved
in the origination or processing of a securiti-
zation transaction should have written state-
ments from obligors allowing the disclosure
of pertinent confidential information to poten-
tial investors. In addition, the underwriting
bank must follow proper procedures of due
diligence.

If the securitization business of an originator,

possible classification.

Examiners should review a banking organiza
tion’s insurance coverage to determine if it is
sufficient to cover its fiduciary responsibilities
under securitization arrangements. At leas
one rating agency requests that servicers car
errors and omissions insurance that will cove
a minimum of 5 percent of the outstanding
obligation.

Private placements of ABS are not subject tc
the same legal disclosure requirements &
public placements. An organization involved

underwriter, or credit enhancer is volume- in private placements of ABS should, there-

driven, legal obligations or prudent banking fore, exercise special caution with regard tc

practices may be breached. Examiners shoulddisclosure of the risks and attributes of the

review credit standards used in analyzing securitized assets.

assets earmarked for securitization to deter-

mine that sound banking practices are not

being compromised to increase volume or t% . . . .

realize substantial fees. anklng Organlzatlons Investlng In
« Examiners should determine that theABS

organization’s policies addressing activities at

various subsidiaries or affiliates are manageABS may appear similar to corporate notes

consistently and prudently in compliance withhowever, ABS possess many unique characte

regulatory policies. istics that affect their riskiness as investments. /
banking organization should independently ana
lyze all potential risk exposures before investing
in ABS and should continue to monitor expo-
sures throughout the life of the ABS. Analyses
The complexity of asset securitization transacshould focus primarily on characteristics of
tions requires a banking organization that parABS, such as credit risk, concentrations of
ticipates in them in any capacity to fully inves-exposures, interest-rate risk, liquidity risk, mar-
tigate all applicable laws and regulations, tdketrisk, and prepayment risk. As an integral par
establish policies and procedures to ensure legaf these analyses, a banking organization inves
review of all securitization activities, and to takeing in ABS should evaluate the underlying
steps to protect the organization from liability inassets, the participants in the securitizatiol
the case of problems with particular assetarrangement, and the structure of the securitiz:
backed issues. Organizations and examinet®n arrangement, although it should not be
should be aware of the continual evolution ofexpected to analyze these factors in the sam
criteria on the types of assets that may béetail as banking organizations involved in the
securitized and the types of banking organizaissuance of ABS.
tions that may engage in the various aspects of Any purchase of ABS should be consisten
securitization. Examiner procedures for checkwith the overall objectives of the organization.

Legal Review and Liability
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The securities should constitute an integrateel Examiners should determine that a banking
component of the investment or hedging plans organization investing in ABS has inde-
of the organization and should not be purchased pendently made use of available documents in
for speculative purposes. A banking organiza- evaluating the credit risk of ABS. These
tion should not rely on investment or trading documents include indentures, trustee reports,
strategies, which depend on the existence of rating-agency bulletins, and prospectuses.

liquid secondary ABS markets. .

Policy and Portfolio Analysis

Credit risk While ABS are often insulated, to
some extent, from the credit risk of the under-
lying assets, credit risk is still affected by ae
number of factors, in addition to the perfor-
mance of the underlying asset pool. These
factors include the ability of the parties involved
in the securitization arrangement to fulfill their
obligations and the structure of the securitizae

Examiners should determine that a banking
organization investing in privately placed ABS

is aware of the differences in disclosure

requirements between publicly placed and
privately placed securities, and has taken extra
steps to obtain and analyze information rel-
evant to the evaluation of holdings of any

privately placed ABS.

Major policies and procedures, including

internal credit-review and -approval proce-

dures and in-house exposure limits, should be
reviewed periodically and approved by the

institution’s board of directors.

Failure, fraud, or mismanagement on the part

tion itself.
In the event of default by obligors or other

of another party could result in loss to inves-
tors. A banking organization should have
failure of the securitization structure, access to adequate procedures for assessing the finan-
collateral may be difficult and recourse to the cial strength and operational capacity of insti-
various providers of credit enhancement may be tutions involved in enhancing the credit qual-
time-consuming and costly. Some forms of credit ity of or managing an ABS issue.
enhancement may be revocable. Banking orga- A banking organization should have proce-
nizations should not place undue reliance on dures for evaluating the structural soundness
collateral values and credit enhancement in of securitization arrangements for ABS in
evaluating ABS. which it invests. The degree of investor con-
In many cases, ratings of the creditworthiness trol over transfer of servicing rights should be
of ABS issues are available from external credit clearly delineated.
agencies. A banking organization may use credit Securitization arrangements may remove the
ratings as a source of information, but should ultimate investor from direct access to the
not depend solely on external agencies’ evalua- collateral; the remedies available to an inves-
tions of creditworthiness. Unrated ABS should tor, in the event of default, should be clearly
be subject to particular scrutiny. Examiner pro- documented.
cedures for reviewing credit risk are outlined
below: Concentration risk Banking organizations may
face concentrations of risk within the pool of
» Examiners should review a banking organizaassets, underlying an individual ABS issue,
tion's policies and procedures to ensure thaicross different ABS issues, or through combi-
the organization follows prudent standards ohations of ABS and other credit exposures.
credit assessment and has approval criteria f@anking organizations that invest in ABS must
all ABS exposure. Procedures should includeake special care to follow in-house diversifica-
an initial thorough and independent credition requirements for aggregate outstandings to
assessment of ABS issues for which the orgaa particular institution, industry, or geographic
nization has assumed any degree of credirea. Examiner procedures for reviewing con-
risk, followed by periodic reviews to monitor centration risk are outlined below:
performance of the ABS throughout the life of
the exposure. * When determining compliance with internal
e Examiners should determine that a banking credit-exposure limits, securitization exposure
organization does not rely solely upon conclu- should be aggregated with all loans, exten-
sions of external rating services in evaluating sions of credit, debt and equity securities,
ABS. legally binding financial guarantees and com-
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mitments, and any other investments involvExaminer procedures for reviewing prepaymen
ing the same obligor. risk are outlined below:

Inherent in securitization is the risk that, ife Examiners should determine that a banking
another party involved in the transaction organization investing in ABS has analyzec
becomes unable to perform, according to con- the prepayment risk of ABS issues in its
tract terms, the issue might default, even while portfolio. Special care should be taken in the
the underlying credits are performing. Exam- analysis of issues involving multiple tranches
iners should, therefore, ensure that, in additiom Prepayment risk for ABS should be incorpo-

to policies limiting direct credit exposure, an rated into an organization’s net income-at-risk
institution has developed exposure limits for model, if such a model is used.

particular credit enhancers, servicers, or trust-
ees. Credit exposure to the other managing
parties in a securitization should be includeq egal Review
under a banking organization’s general line to
those institutions. Examiners should review policies and proce
* Examiners should review the ABS portfolio dures for compliance with applicable state lend
for any industrial or geographic concentraing limits and federal law, such as section 513¢
tions. Excessive exposures to a particulapf the Revised Codes. These requirements mu
industry or region within the portfolio should pe analyzed to determine whether a particulz
be noted in the examiner’s review. ABS issue is considered a single investment or
loan to each of the creditors underlying the pool
Liquidity risk and market riskLimited second- Collateralized mortgage obligations may be
ary markets may make ABS, especially unratedxempt from this limitation, if they are issued or
or innovative ABS, less liquid than many otherguaranteed by an agency or instrumentality o
debt instruments. Examiner procedures fofhe U.S. government.
reviewing liquidity and market risk are outlined
below:

If an investing bank is purchasing securitizedNtérnal Audit and Management
assets for trading purposes, the examindhformation Systems
should ensure that the trading assets are car-
ried at market value or at the lower of marketA banking organization’s management of secu
or book value, and that market values areitization risk depends on timely and accurate
determined regularly. The risks involved arenformation about the organization’s exposure
similar in character to the risks involved inbeing provided to those responsible for monitor
trading other marketable securities. As withing risks. Examiners must be aware that
any trading activity, the banking organizationbanking organization’s involvement in asse
must take proper steps to analyze markedecuritization can be very extensive and plac
character and depth. significant demands on systems without bein
A banking organization investing in ABS readily evident, either as an on-balance-she
should not depend on secondary-market liquidexposure or a contingent liability. System over-
ity for the securities, especially in the case ofoad or other technical default in the organiza:
ABS involving novel structures or innovative tion’s systems could render the organizatior
types of assets. unable to provide proper monitoring or servic-
» Management information systems should proing. While the risk is not clearly associated with
vide management with timely and periodicthe servicer (whose responsibility is long-term
information on the historical costs, marketand requires ongoing resource commitments
values, and unrealized gains and losses @ystems breakdowns may have risk implication
ABS held in investment, trading, or resalefor the credit enhancer and trustee. Examiner
portfolios. should ensure that internal auditors examine a
facets of securitization regularly, as outlinec
Prepayment risk The prepayment of assetsbelow:
underlying ABS may create prepayment risk for
an investor in ABS. Prepayment risk may not be Examiners should ensure that internal systen
adequately reflected in agency ratings of ABS. and controls adequately track the performanc
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and condition of internal exposures and should originator, servicer, credit enhancer, under-

monitor the organization’s compliance with writer, trustee, or investor;

internal procedures and limits. In addition, — provide concentration listings by industry

adequate audit trails and internal audit cover- and geographic area;

age should be provided. — generate information on total exposure to
» Cost-accounting systems should be adequate  specific originators, servicers, credit

to permit a reliable determination of the prof- enhancers, trustees, or underwriters;

itability and volatility of asset securitization — generate information on portfolio aging

activities. and performance relative to expectations;
* Management information systems and report- and

ing procedures should be reviewed to deter- — provide periodic and timely information

mine that they— to senior management and directors on the

— provide a listing of all securitizations for organization’s involvement in, and credit

which the banking organization is either exposure arising from, securitization.
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ADDITIONAL REFERENCES

The following is a list of accounting literature issued by FASB and the AICPA that relates to a
securitization or asset transfers. This list is current through June 1996.

FASB Statements

FASB Statement No. 5 Accounting for Contingencies

FASB Statement No. 48  Revenue Recognition When Right of Return Exists

FASB Statement No. 65  Accounting for Certain Mortgage Banking Enterprises, as amende
FASB Statement No. 66  Accounting for Sales of Real Estate

FASB Statement No. 77  Reporting by Transferors for Transfers of Receivables with Recol
FASB Statement No. 91  Accounting for Nonrefundable Fees and Costs Associated with

Originating or Acquiring Loans and Initial Direct Costs of Leases

FASB Statement No. 115 Accounting for Certain Investments in Debt and Equity Securities
FASB Statement No. 122 Accounting for Mortgage-Servicing Rights
FASB Statement No. 125 Accounting for Trustees and Servicing of Financial Assets and

Extinguishment of Liabilities

Technical Bulletins

TB 85-2 Accounting for Collateralized Mortgage Obligations
TB 87-3 Accounting for Mortgage Servicing Fees and Rights

EITF (Emerging Issues Task Force) Abstracts

84-15 Grantor trusts consolidation

84-21 Sale of a loan with a partial participation retained

84-30 Sales of loans to special-purpose entities

85-13 Sale of mortgage-service rights on mortgages owned by others

85-20 Recognition of fees for guaranteeing a loan

85-26 Measurement of servicing fees under FASB Statement No. 65 when a loan is sold
with servicing retained

85-28 Consolidation issues relating to collateralized mortgage obligations

86-24  Third-party establishment of CMO

86-38 Implications of mortgage prepayments on amortization of servicing rights

86-39 Gains from the sale of mortgage loans with servicing rights retained

87-25 Sales of convertible, adjustable-rate mortgages with contingent repayment agreeme

87-34 Sales of mortgage-servicing rights with a subservicing agreement

88-11 Sale of interest-only or principal-only cash flows from loans receivable

88-17 Accounting for fees and costs associated with loan syndications and loan participati

88-20 Difference between initial investment and principal amount of loans in a purchased
credit-card portfolio

88-22  Securitization of credit card portfolios

89-4 Collateralized mortgage obligation residuals

89-18 Divestitures of certain investment securities to an unregulated common controlled el
under FIRREA

89-5  Sale of mortgage-loan-servicing rights

90-2 Exchange of interest-only or principal-only securities for a mortgage-backed security

90-18 Effect of a “Removal of Accounts” provision on the accounting for a credit card
securitization
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93-18 Recognition for impairment of an investment in a collateralized mortgage obligation
instrument or in a mortgage-backed interest-only certificate

94-4 Classification of an investment in a mortgage-backed interest-only certificate as
held-to-maturity

94-8 Accounting for conversion of a loan into a debt security in a debt restructuring

94-5 Determination of what constitutes all risks and rewards and no significant unresolved
contingencies in a sale of mortgage-loan-servicing rights

95-5 Determination of what risks and rewards, if any, can be retained and whether any
unresolved contingencies may exist in a sale of mortgage-loan-servicing rights

D-39  Questions related to the implementation of FASB Statement No. 115

AICPA Statements of Position

90-3 Definition of the Term “Substantially the Same” for Holders of Debt Instruments,
as Used in Certain Audit Guides and a Statement of Position
94-6 Disclosure of Certain Significant Risks and Uncertainties
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Asset Securitization

Examination Objectives
Effective date May 1996

Section 4030.2

1. To determine if the bank is in compliancel0
with laws, regulations, and policy statements.

2. To determine if the bank has originated,
serviced, credit enhanced, served as a trustee
for, or invested in securitized assets.

3. To determine that securitization activities] 1.

are integrated into the overall strategic
objectives of the organization.

4. To determine that management has agp
appropriate level of experience in securiti-
zation activities.

5. To ensure that the bank does not hold any
asset-backed securities that are inappropri-
ate, given the size of the bank and th
sophistication of its operations, for exam-
ple, IOs and POs.

6. To ensure that all asset-backed securities
owned and any assets sold with recourse a
properly accounted for on the bank’s books
and on regulatory reports.

7. To determine that sources of credit risk are
understood, properly analyzed, and man-

aged, without excessive reliance on credil5.

ratings by outside agencies.
8. To determine that credit, operational, and
other risks are recognized and are addressed

through appropriate policies, procedures]6.

management reports, and other controls.

9. To determine if officers are operating in
conformance with established bank policies
and procedures.

. To determine that liquidity and market

risks are recognized and that the organiza

tion is not excessively dependent on secu

ritization as a substitute for funding or as a

source of income.

To determine that steps have been taken

minimize the potential for conflicts of inter-

est due to securitization.

. To determine that possible sources of struc
tural failure in securitization transactions
are recognized and that the organization ha
adopted measures to minimize the impact o
these failures should they occur.

€13. To determine that the organization is awar

of the legal risks and uncertainty of various
aspects of securitization.

é. To determine that concentrations of expo

sure in the underlying asset pools, asset
backed securities portfolio, or structural
elements of securitization transactions ar
avoided.

To determine that all sources of risk are
evaluated at the inception of each securiti
zation activity and are monitored on an
ongoing basis.

To initiate corrective action if policies,
practices, procedures, and/or internal con
trols are deficient or when violations of
laws, regulations, or policy statements are
disclosed.
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Asset Securitization

Examination Procedures
Effective date September 1992

Section 4030.3

1. a. Request a schedule of all asset-backed Obtaining a copy of the prospectus can b

securities owned by the bank. Reconcile
to subsidiary ledgers of the balance sheet
and review credit ratings assigned to
these securities by independent rating
agencies. Determine that the accounting
methods and procedures, at inception

and throughout the carrying life, used for 7.

these assets are appropriate.

b. Request and review information on the
types and amount of assets that have
been securitized by the bank. In addition,

request information concerning potential g,

contractual or contingent liability from
guarantees, underwriting, and servicing
of securitized assets—whether originally
securitized by the bank or not—etc.

. Review the parent company’s policies and
procedures to ensure that its banking and
nonbanking subsidiaries follow prudent stan-
dards of credit assessment and approval for
all securitization exposure. Procedures
should include thorough and independent
credit assessment of each loan or pool for
which it has assumed credit risk, followed
by periodic credit reviews to monitor per-
formance throughout the life of the expo-

sure. If a banking organization invests in 9,

asset-backed securities, determine whether
there is sole reliance upon conclusions of

external rating services when evaluating the

securities.

. Determine that rigorous credit standards are
applied regardless of the role the organiza-

tion plays in the securitization process, e.g.,

servicer, credit enhancer, or investor.

. Determine that major policies and proce-0.

dures, including internal credit review and
approval procedures and “in-house” expo-
sure limits, are reviewed periodically and
approved by the bank’s board of directors.
. Determine whether adequate procedures for
evaluating the organization’s internal con-

trol procedures and financial strength of thel 1.

other institutions involved in the securitiza-
tion process are in place.

. Obtain the documentation outlining the rem-12.

edies available to provide credit enhance-
ment in the event of a default. Also, both
originators and purchasers of securitized

an invaluable source of information. Pro-
spectuses generally contain information or
credit enhancement, default provisions, sub
ordination agreements, etc. In addition tg
the prospectus, obtain the documentatiol
confirming the purchase or sale of a security
Ensure that, regardless of the role an insti
tution plays in securitization, the documen-
tation for an asset-backed security clearly
specifies the limitations of the institution’s
legal responsibility to assume losses.
Verify whether the banking organization,
acting as originator, packager or under-
writer, has written policies addressing the
repurchase of assets and other reimburs
ment to investors in the event that a de-
faulted package results in losses exceedin
any contractual credit enhancement. The
repurchase of defaulted assets or pools i
contradiction of the underlying agreement
in effect sets a standard by which a banking
organization could potentially be found le-
gally liable for all “sold” assets. Review
and report any situations in which the orga-
nization has repurchased or otherwise reim
bursed investors for poor quality assets.
Classify adverse credit risk associated witt
securitization of assets when analyzing the
adequacy of an organization’s capital or
reserve levels. Evaluate credit risk of asset
backed securities and classify any advers
credit risk. List classified assets. Also, eval-
uate the impact of the classification on
capital adequacy and overall soundness c
the institution.

Aggregate securitization exposures with al
loans, extensions of credit, debt and equit)
securities, legally binding financial guaran-
tees and commitments, and any other inves
ments involving the same obligor when
determining compliance with internal credit
exposure limits.

Review the bank’s valuation methodology
used for asset-backed securities to dete
mine if it is appropriate.

Review securitized assets for industrial o
geographic concentrations. Excessive expc
sures to an industry or region among the
underlying assets should be noted in the

assets have prospectuses on the issue. review of the loan portfolio.

March 1994
Page 1

Commercial Bank Examination Manual



4030.3

Asset Securitization: Examination Procedures

13.

14.

15.

16.

17.

18.

Ensure that, in addition to policies limiting

direct credit exposure, an institution has
developed exposure limits with respect to
particular originators, credit enhancers, trust-
ees, and servicers.

Review the policies of the banking organi-
zation engaged in underwriting with regard
to situations in which it cannot sell under-

written asset-backed securities. Credit
review, funding capabilities, and approval

limits should allow the institution to pur- 19.

chase and hold unsold securities. All poten-
tial credit exposure should be within legal
lending limits.

Ensure that internal systems and controls
adequately track the performance and con-
dition of internal exposures, and should
monitor the organization’s compliance with
internal procedures and limits. In addition,
adequate audit trails and internal audit cov-
erage should be provided. Ensure that the

reports have adequate scope and frequency

of detail.

Determine that management information

systems provide:

a. A listing of all securitizations in which
the organization is involved,;

b. A listing of industry and geographic
concentration;

c¢. Information on total exposure to specific
originators, servicers, credit enhancers,
trustees or underwriters;

d. Information regarding portfolio aging and
performance relative to expectations; and

e. Periodic and timely information to senior
management and directors on the orga-
nization’s involvement in, and credit
exposure arising from, securitization.

Ensure that internal auditors examine all

facets of securitization regularly.

Review policies and procedures for compli-

ance with applicable state lending limits

and federal law such as section 5136 of the

Revised Codes. These requirements must be

analyzed to determine whether a particular

asset-backed security issue is considered a

single investment or a loan to each of the

creditors underlying the pool. Collateralized
mortgage obligations may be exempt from
this limitation, if they are issued or guaran-
teed by an agency or instrumentality of the

U.S. government.

Determine whether the underwriting of

asset-backed securities of affiliates are:

a. Rated by an unaffiliated, nationally rec-
ognized statistical rating organization; or

b. Issued or guaranteed by FNMA, FHLMC,
or GNMA, or represent interests in such
obligations.

c. Determine if purchases of high-risk
mortgage-backed securities were made
to reduce the overall interest rate risk of
the bank. Determine if the bank evalu-
ates and documents at least quarterly
whether these securities have reduced
the interest rate risk.

d. Review and discuss any documentation
exceptions, violations, internal control
exceptions, and classifications with
management, and obtain management’s
response.

e. Review the bank’s liquidity agreements
with any asset-backed commercial paper
programs and determine whether the
agreements have any credit related com-
ponents. Is the bank required to purchase
the assets? Are these assets repurchased
from the bank? If the facility is deter-
mined to be a commitment, determine
whether its maturity is short-term or
long-term. Do any of the liquidity
agreements contain a material adverse
clause or any other credit contingency
provision?

March 1994
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Asset Securitization

Internal Control Questionnaire
Effective date September 1992

Section 4030.4

Review the bank’s internal controls, policies,
practices and procedures for all aspects of asset
securitization. The bank’s system should be f.
documented in a complete and concise manner
and should include, where appropriate, narrative

outstanding exposures to a particulal
institution, industry, or geographic area?
Hedge the institution’s exposure to adverse
price movements when engaged in
underwriting or market-making activities?

descriptions, flowcharts, copies of forms used. Are securitization policies reviewed and re-

and other pertinent information. affirmed at least annually to determine if they
are compatible with changing market
conditions?

POLICIES

1. Does the bank employ the services of INTERNAL CONTROL/
securities dealer? If so, does the bank re:_glANAGEMENT INFORMATION

solely on the advice of such dealer whe
purchasing asset-backed securities for th
bank’s investment portfolio? Does the bank
have persons responsible for reviewingf“
approving the investment manager’s acquisi-
tions? Are there minimum established criteria
for selecting a securities dealer?

2. Has the board of directors, consistent with its
duties and responsibilities, reviewed and rat-

YSTEMS

Do the internal systems and controls ade
quately track the performance and conditior
of internal exposures, and do the system
monitor the bank’s compliance with internal
procedures and limits? Are adequate aud
trails and internal audit coverage provided?

ified asset securitization policies, practices?: DO the cost accounting systems provide :
and procedures which: reliable determination of the profitability and

a. Require an initial thorough and indepen- volatility of asset securitization activities?
dent credit assessment of each pool fof- Aré management information systems an
which the bank has assumed credit risk as 'éporting procedures adequate, in that they

either a participant in the securitization &

process or as an investor?

b. Address the repurchase of assets and other
forms of reimbursement to investors by
the bank, when acting as the originator,
packager, or underwriter, in the event that

a default results in losses exceeding any C.

contractual credit enhancement?
c. Assure that the credit, pricing, and servic-

ing standards for securitized assets are d.

equivalent to standards for assets that
remain on the bank’s books?

d. Assure that the credit, pricing, and servic- e.

ing standards and compliance with any

provisions relating to government guaran-

tees are reviewed periodically by the board

of directors? f.
e. Establish “in-house” diversification

requirements with respect to aggregate

Provide a listing of all securitizations for
which the bank is either originator, ser-
vicer, credit enhancer, underwriter, or
trustee?

b. Provide a listing of industry and geo-

graphic concentrations?

Provide information on total exposure to
specific originators, servicers, credit
enhancers, trustees, or underwriters?
Provide information regarding portfolio
aging and performance relative to
expectations?

Provide periodic and timely information
to senior management and directors on th
organization’s involvement in, and credit
exposure arising from, securitization?
Provide credit ratings assigned by inde-
pendent rating agencies to all asset
backed securities held by the bank?
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Management of Insurable Risks _
Effective date May 1996 Section 4040.1

INTRODUCTION risks are fires or natural disasters such as storn
and earthquakes, but acts of violence or terrol

Bank management is responsible for controllingsm can also be included in this category
risk at a level deemed acceptable for the orgaRisk-management programs for property dam
nization. An effective risk-management pro-age should consider not only the protection an
gram begins with the identification of exposuregeplacement of the physical plant, but also the
that could disrupt the timely and accurate deliveffects of business interruptions, loss of busines
ery of business services or result in unexpecteassets, and reconstruction of records.
financial claims on bank resources. Risk man- Insurance programs increasingly cover the
agement also involves the implementation o€onsequences of the second category, produ
cost-effective controls and the shifting, orfailure or employee performance. These risk:
assignment, of risk to other parties throughnclude the injury or death of employees, cus:
insurance coverage or other options. Althouglomers, and the public; official misconduct; and
risk-management procedures vary in design anddividual and class action suits alleging mis-
sophistication from bank to bank, each institutreatment or the violation of laws or regulations.
tion’s decision-making process should effecAll aspects of a bank’s operation are susceptibl
tively encompass the identification, control, ando liability risks. While property-loss levels can
assignment of risk. be estimated with relative confidence, jury

Risk management entails balancing the bank’awards for personal injury or product liability,
operating productivity and costs, customer serand the related litigation costs, often defy rea
vice and satisfaction, and risk avoidance andonable expectations. In addition, it can be
insurance protection. The risk-assessment préhfficult to identify potential sources of liability
gram should be conducted annually to establiséxposure.
whether potential service disruptions and esti- The third category, personnel risk, concern:
mated risk-related financial costs and losses cahose exposures associated with the loss of ke
be contained at levels deemed acceptable fmersonnel through death, disability, retirement
bank management and the board of directors.or resignation, as well as threats to all employ

A bank’s risk-management program shouldees and third parties arising out of crimes sucl
balance protection against significant losses withs armed robbery and extortion. The conse
efficient operations and customer-service needguences of personnel loss are often more pre
Reliance on extensive controls could increassounced in small and medium-sized banks thz
business costs and impair productivity. On thelo not have the financial resources to support
other hand, exposures to unanticipated or acdproad level of management.
dental occurrences could cause the bank to fail.

While insurance protection against significant
loss is essential, banks should avoid excessivg.
coverage for small-dollar exposures, such a\EISk'Managemem Program
typical teller differences. Insurance can provide . ) )
a bank with the resources to restore businedd€cognition of business exposures is an esse
operations and financial stability after an unanti?/ @spect of risk management. A sound risk
ticipated event has occurred, but a bank’s owf1anagement program requires the annual revie
risk-management controls can prevent and minRf @l existing business operations and a ris|

mize the business interruptions that compromis@SSessment of all proposed services. Identifie
service delivery. risks should be analyzed to estimate their poter

tial and probable levels of loss exposure. While
the historical loss experience of the bank an
other service providers may be helpful in quan:
TYPES OF RISKS tifying loss exposure, technological and societa
changes may result in exposure levels that diffe
Business risks generally fall into three categofrom historical experience.
ries: (1) physical property damage, (2) product Expanding interactive use of the Internet is
failure or unintended employee performancenow raising questions about liability for infor-
and (3) loss of key personnel. Common propertynation recorded by third parties on busines
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4040.1 Management of Insurable Risks

web sites. The rapid deployment of PC-basedr disruption of operations. The controls required
home-banking services has introduced bankinlgy section 3 of the Bank Protection Act of 1968
risks that were nonexistent just a short time agdand the Board’s Regulation P, 12 CFR 216,
Not only is developing technology introducingpromulgated thereunder) directly relate to risk
new risks, but damage awards from legal actiomanagement. Emergency preparedness, contin-
have grown substantially, making exposurgency planning, and records management also
estimates based solely on historical recordserve significant roles in the risk-control function.
unreliable at best. Nevertheless, exposure esti- Internal controls can prevent and minimize
mates should still consider loss experience basédulisiness interruptions that compromise service
on historical bank records, as well as industrylelivery, yet controls can also impair customer
experience, as summarized in publications ofervice, operating productivity, and cost. An
the Security and Risk Management Division ofeffective risk-management program requires
the American Bankers Association and Théank management to decide which exposures
Surety Association of America. will be tightly controlled. Certain loss exposures
Management must decide the most approprimay be deemed reasonable because of a low
ate method for treating a particular risk. Althoughprobability of loss, minimal level of expected
many factors influence this decision, the purfinancial loss or service disruption, or low level
pose of risk management is to minimize theof cost associated with the recovery of assets
costs associated with the risks. In that contextind restoration of services.
cost is broadly defined to include— Bank management may decide to reduce
insurance premiums and claims-processing costs
by self-insuring for various types of losses and
insurance premiums plus by setting higher deductible levels. These actions

losses sustained, including the consequentighomd be based on the. results. of the .”S.k
effects and expenses to reduce such losséiSeSSment and be consistent with the limits
minus established by the board of directors.

recoveries from third parties and indemnities h\é\ﬁl]ggo :;tdegrtltrllge ﬁ'gggéﬂ‘;?reﬁamz% ckl);rr]rnkss
from insurers on account of such losses plu§' 9

pertinent administrative costs paying capacity of the insurance underwriter.
' This procedure is important for all significant

Although exact dollar amounts can seldom bgolicy coverage lines, particularly on collateral
inserted into this formula, and managementaken to protect an extension of credit. A sub-
cannot quantify the effect of risk-managemenstantial number of insurers are typically consid-
costs on customer service or relations, all oéred vulnerable by rating agencies. Many large
these factors are pertinent for determining metreommercial enterprises acquire insurance cover-
ods for managing risk within director-approvedage from foreign companies, and the quality of
risk guidelines. insurance supervision by many foreign countries

Bank risks with a low probability of occur- does not meet the standards expected in the
rence, but with potentially high or even cata-United States. The move of some large U.S.
strophic financial and customer-service consensurers to less regulated Caribbean countries,
quences, such as loan fraud, should be eliminateble imposition of insurance payout caps in
whenever possible. These risks can be elimiigh-risk regions like Florida, and the creation
nated by discounting operations where approprif insurance subsidiaries with large environmen-
ate or by transferring risk to other parties throughal exposure but with capped equity resources,
the use of third-party service providers. Wherincrease exposure on collateralized bank lending
the risk cannot be shifted to other parties oand require a diligent risk-management program
otherwise mitigated, the bank must protect itselin each bank.
with appropriate levels of insurance.

Systems of internal control are an integral
aspect of a bank’s risk-management progranizIDELITY BOND
The primary opportunity to contain risk is
through the implementation of cost-effectivelnsurance coverage under a fidelity bond includes
controls, policies, and procedures that provideeimbursement for loss, not only from employee
for the prevention, detection, and correction oflishonesty, but also from robbery, burglary,
situations that expose the bank to financial lostheft, forgery, mysterious disappearance, and, in

e the direct and consequential cost of loss
prevention measures (controls) plus

May 1996 Commercial Bank Examination Manual
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Management of Insurable Risks 4040.1

specified instances, damage to offices or fixturedsaudulent acts by the bank’s officers and
of the insured. Coverage applies to all bankingmployees, attorneys retained by the bank, pe
locations except automated teller machines, fa@ons provided by an employment contractor, an
which coverage must be specifically added. nonemployee data processors while performin
It is standard procedure for insurance compaservices for the insured. It is common for this
nies to write fidelity bonds on a “discovery” insuring agreement to specifically define the
basis. Under this method, the insurance conmtype of acts covered. Form No. 24 defines
pany is liable up to the full amount of the policy fidelity losses as “losses resulting directly from
for losses covered by the terms of the bond andishonest or fraudulent acts committed by ai
discovered while the bond is in force, regardlessmployee acting alone or in collusion with
of the date on which the loss was actuallyothers. Such dishonest or fraudulent acts mu:
sustained by the bank. This applies even thoughbe committed by the employee with manifest
lower coverage amounts or more restrictivéntent (a) to cause the insured to sustain suc
terms might have been in effect on the date thkoss, and (b) to obtain financial benefit for the
loss was sustained. Alternatively, fidelity bondssmployee or another person or entity.”
may be written on a “loss sustained” basis, If any of the loss results directly or indirectly
meaning that the bonding company is liable onlfjrom loans, that portion of the loss is not
to the extent of the coverage that was in effect atovered unless the employee was in collusio
the time the loss was actually sustained. with one or more parties and received a financic
All fidelity bonds require that a loss be benefit of at least $2,500. Financial benefit doe
reported to the bonding company within a specinot include any employee benefits earned in th
fied time after a reportable item comes to thenormal course of employment, including sala:
attention of management. Occasionally, activiries, commissions, fees, bonuses, promotion:
ties that should be reported to the bank’s bondawards, profit sharing, or pensions.
ing company are not reported because of uncer-
tainty as to what may constitute a reportable

item. Failure to file a report may jeopardizeClause B: Premises
coverage for that loss. )

The most widely used form of fidelity bond is This clause protects the bank against loss ¢

the financial institution bond, Standard For : ;
' \ roperty (as defined in the bond) through rob.
No. 24 (formerly named the banker's blanl(gkery, burglary, larceny, misplacement, theft, ol

bond). This form was revised effective Januar)(n : : :
L ; sterious and unexplained disappearance. Tt
L 1986’ by the Sure_ty Assomatlon of America r)(l)perty must not hgve been inp?ransit at the
ifter (.1|st.cunss1|_(?]nsf.wnh .thle. AtTetrlcartl) Bgnlker ime of loss. Although damage to offices anc
ssoclation. The financial institution bond lim- equipment under specified conditions are cov

its the “ab.'“ty of the insurance company 10 agreq nder this clause, premises coverage shot
predetermined dollar amount. All claims paid by

- . ot be confused with standard fire or other type
the insurance company during the term oEf ;
X ; . ~of property insurance.

the bond are applied against the aggregate limit,

and when losses exceed the aggregate limit the

bond is automatically canceled. Any misrepresen- .

tations, omissions, concealments, or incorredclause C: Transit

statements of material fact in the application are

grounds for recision of the fidelity bond by theClause C covers loss of property that is in

insurance company. Standard Form No. 2#&ransit. The property must be in the custody o

includes the clauses described below. (Modl) a natural person acting as a messenger f

banks carry amounts of coverage for clauses e insured, (2) a transportation company trans

and E equal to clauses A, B, C, and F, whilgporting the property in an armored motor vehi-

other banks may consider lower limits for clausesle, or (3) a transportation company transporting

D and E due to their cost and exposure.) the property by means other than an armore
motor vehicle. Under clause C, “property” is
limited to records; certified securities; and

Clause A: Fidelity negotiable instruments that are not payable t
the bearer, are not endorsed, and have no restr

Clause A covers loss as a result of dishonest dive endorsements.

Commercial Bank Examination Manual May 1996
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4040.1 Management of Insurable Risks

Clause D: Forgery » Computer systems riddross from fraudulent
entry of data or change of data elements or
Clause D covers loss resulting from forged or programs in any scheduled computer system,
altered checks, drafts, acceptances, and othesuch as Fedwire, CHIPS, SWIFT, an auto-
instruments, as specified (except evidences of mated clearinghouse association that is a mem-
debt), which are received by the bank either ber of the National Automated Clearing House
over-the-counter or through clearings. Items Association (NACHA), shared or leased ATMs,
received as a transmission through an electronicOr proprietary systems.
funds transfer system are not covered. Form Extortion threats to persons and extortion
No. 24 defines forgery to mean the signing of threats to property ridersLoss of property
the name of another person or organization with (cash, securities) surrendered away from a
intent to deceive. banking office as the result of a threat to do
bodily harm to a director, trustee, employee,
or relative, or of threats to do damage to
.. banking premises or property. While a bank
Clause E: Securities may purchase this coverage with a rider to its
fidelity bond, many banks purchase it as a
This clause covers the bank for loss from separate policy.
forgery or alteration of securities, documents, or
written instruments, except those covered under Fidelity bond coverage is appropriate for all
clause D. Actual physical possession of thganks because it insures against certain risks
securities by the bank or its representative igjth the potential for significant loss. The
necessary for coverage to exist. Loss througBxaminer should determine that management
payment, redemption, or guaranty of forgedhas attempted to identify the risks that might
altered, or counterfeited U.S. savings bonds igesult in a significant loss and that those risks are
also covered. not retained. When the bank under examination
is a member of a bank holding company, and the
holding company has purchased one fidelity
. bond to cover all affiliated banks, the examiner
Clause F: Counterfeit Currency should determine that the policy is sufficient to
) . cover the exposures of the subsidiary bank being
Clause F offers protection from loss resultingexamined. Split-limit coverage may reduce pro-
from acceptance of counterfeit money of thgection to the lesser amount in the event of a
United States, Canada, or any other country ig|lusionary loss involving employees of sub-
which the insured maintains a branch office. Sidiary banks and other affiliates of a bank
Many banks also obtain an excess coveraggolding company.
policy to extend the basic protection provided
under the blanket bond in areas where the dollar
volume of assets or exposure is particularly
high. Excess coverage usually is written in
multiples of $1 million and either carries a>SPECIALIZED FORMS OF BANK
deductible clause, equal to the amount of thétNSURANCE
blanket bond, or states that coverage will be o ] o
provided for the full amount of the excess policyThe banking industry requires specialized forms
when loss exceeds a specified amount. The mdgt insurance for which the blanket bond, along
common form of this coverage is the excesgwth the related pO|IC|e_S, endorsements, and
bank employee dishonesty blanket bond, Starspecific coverages previously noted, may pro-
dard Form No. 28. Fidelity bond protection canvide insufficient protection. Banks also may
also be extended by purchasing the followingieed many of the same types of insurance, as

common optional riders: described below, required by any business or
individual.
« Automated teller machine ridelcoss involv- The following is not intended to be a com-

ing automated teller machines that are noprehensive list of the coverages available, but
situated within banking offices permanentlyrather a listing of those that are most frequently
staffed with a bank teller. purchased.

May 1996 Commercial Bank Examination Manual
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Combination Safe Depository bank’s directors’ and officers’ liability insurance
will cover liability arising under the Employee
There are two types of combination safe deposRetirement Income Security Act of 1974
tory coverage: (ERISA). For protection against exposure aris
ing from a breach of fiduciary duty under
» Coverage AThis coverage applies to lossesERISA, a special ERISA Errors and Omissions
when the bank is legally obligated to pay forendorsement is required (also called fiduciary o
loss (including damage or destruction) of &&mployee benefit plan liability). In addition to
customer’s property held in safe deposit boxedank trust departments, banks whose only fidt
Coverage BThis insurance generally coversciary responsibilities relate to their employee
loss, damage, or destruction of property irpenefit plan should consider this coverage. /
customers’ safe deposit boxes, whether or ndelated specialized available coverage is IRA
the bank is legally liable, when the loss result&eogh errors and omissions.
from an activity other than employee dishon- Fidelity bond coverage will usually protect
esty. This policy commonly provides for reim-the bank from liability for the loss or theft of
bursement of legal fees in conjunction withproperty held in trust department accounts. Th
defending suits involving alleged loss of prop-policy should be reviewed to determine the
erty from safe deposit boxes. extent of coverage provided for other trust-
related activities.

Directors’ and Officers’ Liability Mortgage Errors and Omissions
This form of insurance protects, under tWopyo .o erage protects the bank, as mortgage
insuring clauses, against the expense of defenﬂ,—om loss when fire or all-risk insurance on real
ing suits alleging director or officer misconduct, ety held as collateral inadvertently has no
and against damages that may be a_warded. 0 en obtained. Generally, this insurance is nc
clause, corporate reimbursement, relr_nburses ﬂﬂ‘?tended to overcome errors in judgment, suc
ba_nk for any payments 'ma_de to directors OLs inadequate coverage or the insolvency of &
officers under an indemnification agreement W't%riginal insurer

them. The other clause reimburses the directors '

or officers for losses not covered by an indem-

nification agreement. Directors’ and Oﬁicers’Mortgage Impairment Insurance
liability policies do not cover libel or slander,
proven dishonesty, or situations when th
involved person obtained personal gain; ther
fore, they are not written in a standard form.

€his insurance covers the bank in three ways
eIfirst, it protects the bank from loss to its
mortgagee interest in commercial or residentia
property (including mobile homes) when the
bank, or those representing it, fail through erroi
Fiduciary Insurance Coverage or omission to make sure that the property i
adequately insured. Second, it protects the bar

Rather than individual policies, a master ofrom loss to its mortgagee interest in property
comprehensive policy is often obtained to covefwhich can also include mobile homes) that is
the properties held or managed by the trusitamaged and either improperly insured or no
department. This policy protects the trust accounhsured, no matter what the reason. Third, i
properties from fire or other loss, and insures thapplies to trust properties where a mortgage i
accounts and the bank against third-party liabilinvolved, and protects the bank from losses the
ity in connection with the properties. The masteare the result of its errors or omissions in putting
policy does not cover claims by trust customerisurance into effect for trust or other properties
against the bank for negligence, errors, or vioit holds in a fiduciary capacity.
lations resulting in loss to fiduciary accounts;
however, fiduciary (or trust department) errors
and omissions policies incorporate these areasCash Letter Insurance

Without a special endorsement, however, nei-
ther the fiduciary errors and omissions nor th@his form of insurance covers costs for repro-
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4040.1 Management of Insurable Risks

ducing cash letter items and items remainingelated loss, the level of aviation liability insur-
uncollectible after a specified period of time.ance that a bank maintains should be commen-
Generally, these policies do not cover losses dugurate with its exposure. The aviation liability
to dishonest acts of employees. program should be written to include aviation
products liability, all owned/nonowned expo-
sures, and passenger liability. A bank’s umbrella

First Class, Certified, and Registered liability insurance program should also apply
Mail Insurance over the aviation limit.

This coverage provides protection on shipmeg}t\l
of property sent by various types of mail, andNonowned Exposures

during transit by messenger or carrier to and. .
from the post office. It is principally used toq’\/h'Ie many banks do not feel the need for

cover registered mail in excess of the maximurgViation insurance because they do not own an

$25,000 insurance provided by the U.S. Post ircraft, they may overlook nonowned aviation
Ser\’/ice. o lability exposures and may, in fact, need this

coverage. For example, an employee may use a

personal aircraft on bank business or lease or

, rent an aircraft to ferry customers or employees
Stockbrokers’ Blanket Bond to a distant meeting. It is also possible that a

o i nonowned exposure could be created by financ-
This insurance covers loss resulting from tht?ng or leasing an aircraft, even though the
dishonesty of officers and employees, and butsjrcraft is not under bank control.
glary, robbery, larceny, misplacement, mysteri- \jost aviation underwriting markets have pro-
ous disappearance, damage, or destruction gfams available to meet the above exposures.
money, securities, etc., on insured premises arghwever, additional exposures may require spe-
in the custody of a designated messenger Qig| coverage. Banks should consider the follow-
armored car. ing situations:

« If the bank does repair and maintenance work
Aircraft Insurance to the aircraft, it may incur a products liability
exposure after control is relinquished to oth-
Although aviation liability exposures are fre- ers, such as in a sale of the aircraft.
quently overlooked in the myriad of other finan-+ If the bank finances aircraft, maintaining only
cial institution exposures, they have tremendous a security interest, it becomes an owner when
potential for catastrophic loss and must be it repossesses the aircraft, and a definite need
addressed by senior risk-management execu-for both liability and physical damage cover-
tives at all financial institutions. Exposures range age may arise. This coverage may be written
from the more typical owned and nonowned at the time of repossession or negotiated in
liability and physical damage exposures to the advance of need. The bank should not attempt
more exotic hangarkeepers, aviation products, to continue coverage for its exposure under
and airport/heliport premises exposures. In view the borrower’s policy.
of the specialized nature of aviation exposures,
it is vitally important that the bank deal with
knowledgeable and experienced agents/brokefdl-Risk Physical Damage
and underwriters in developing an aviation
insurance program. To protect the bank’s security interest in an
While exposure categories overlap signifi-aircraft hull, borrowers should be required to
cantly, the following summary highlights the maintain full-value, all-risk physical damage
key areas of concern to most financial institutionsnsurance (both ground-risk and in-flight cover-
age) in favor of the bank. However, a number of
warranties in aircraft insurance policies could
Aviation Liability void the contract, so bankers are further advised
to require that a borrower’s hull insurance pol-
In view of the potential for catastrophic aviation-icy contain a breach-of-warranty endorsement to

May 1996 Commercial Bank Examination Manual
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protect the bank in the event the borrower oconsidered. Many accidental death and dismen
owner violates provisions of the policy. Theberment and corporate business travel accide
underwriter should agree to give the bank ainsurance programs exclude coverage i
least 30 days’ advance notice of any change ioorporate-owned, -leased, or -hired aircraft
the policy. Depending on the use of the aircraftBanks need to review the language of thes
special consideration should be given to th@olicies carefully to be certain that they provide
territorial limits of coverage and confiscationdesired coverages.
protection. Since breach-of-warranty endorse-
ments, like aircraft insurance policies, are far
from standard, it is important that the bank .
understand and agree with the underwriteréutomobile Insurance
language. In this economic environment, it is
particularly appropriate to review the conse-This insurance protects against property an
quences of potential recovery to the lien holdeliability losses arising from injury or death when
in the event that the aircraft is damaged while @ bank-owned, -rented, or -repossessed vehic
delinquency exists on the note. is involved. Nonownership liability insurance
should be considered if officers or employee:
use their own cars for bank business.

Specific extensions of coverage should, at
minimum, include—

Bank as Lessor

If the bank’s security interest is that of the
lessor, aviation liability insurance should be . S
carried by the bank as lessor and also by the special repossessed-automobile liability an
customer as lessee. In certain cases, it may bePlySical-damage protection,

appropriate to require the lessee, through his SPecial protection for injuries by one employese
underwriter, to provide the equivalent of the o another employee, and
breach-of-warranty endorsement to the liabilityy special garage-proprietor’s liability for insti-
program as well as the physical damage. The tutions that rent their parking facilities to
bank may also consider contingent lessor’'s customers or the general public.

liability.

Airport Premises and Hangarkeepers Property Damage

If_the bank_repossesses real_ estate on which &g, g types of insurance coverage are avai
airport facility exists and continues to operate o 4 help banks recover from property dam
the bank permits use of the facility pending,qe Bojler and machinery insurance provide
further sale, the bank picks up airport Premisegoyerage for loss caused by an explosion

and possibly control-tower liability exposures.qyher forms of destruction of boilers, heating

Both thg bgnk’slcorlr.lprehensive general Iiabilityand/or cooling systems, and similar types o
and aviation liability programs should be

reviewed for proper coverage equipment.
prop ge- Extra expense coverage provides funds fo

If the bank owns or operates a hangar for it§he aqditional costs of continuing the bank’s
aircraft and attempts to share the burden of cosfg,erations at another location after fire or othe

with others via the rental of space for an aircraftcatastrophe for an insured peril.

it can pick up hangarkeeper's liability exposure, Business interruption insurance covers loss ¢
unless the contract is properly worded. AIC)pro'earnings when business operations are inte
priate consideration should be given to hold-

harmless indemnification clauses, insuranc'reUpteOI because of damage or destruction of tt

requirements, and waivers of subrogation. ihsured’s premises.

Accidental Death and Fire Insurance
Dismemberment/Travel Accident

Fire insurance covers all losses directly attrib:
Other aspects of aviation exposures should heed to fire, including damage from smoke or

Commercial Bank Examination Manual May 1996
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water and chemicals used to extinguish the firdnsurance for Other Reasons
Additional fire damage for the building contents

may be included, but often is written in combi-/<€Y-P€rson Insurance

nation with the policy on the building and __ . . .
permanent fixtures. Most fire insurance policied NS cOverage insures the bank on the life of an
contain “co-insurance” clauses, meaning thaf’fflcer Whenldtlg)e dfeathhof this officer, ortke)_/
insurance coverage must be maintained at %erson,wou_ € ol such consequence as to give
fixed proportion of the replacement value of theéne bank an insurable interest.

building. If a bank fails to maintain the required

relationship of protection, all losses will be . .

reimbursed at the ratio of the amount of theoPlit-Dollar Life Insurance

insurance carried to the amount required, applie

to the value of the building at the time of the.gp”t'do”"jlr life insurance is a type of life

loss. When determining insurable value for firdSurance in which the purchaser of the policy

insurance purposes, the base typically is the coBfYS at least part of the insurance premiums and
of replacing the property with a similar kind or is entitled to only a portloln of the cash surrender

quality at the time of loss. Different types of Yalué, or death benefit, or both. Refer to

values, however, may be included in policiesSR-93-37 (“Split-Dollar Life Insurance,

and care should be taken to ensure that the bariHne 18, 1993) and its attachments for further
is calculating the correct “value.” iscussion of the Federal Reserve’s position

on these arrangements between bank holding
companies and their subsidiary banks.

General Liability
Umbrella Liability
This insurance covers the bank from possible ) ]
losses arising from a variety of occurrences!his type of insurance provides excess coverage
Typically, general liability insurance providesOVer existing liability policies, as well as basic
coverage against specified hazards, such as pRverage for most known risks not covered by
sonal injury, medical payments, landlords’ or€XISting insurance.
garage owners’ liability, and other specific risks
that may result in or create exposure to a suit for )
damages against the bank. Comprehensive geMaluable Papers and Destruction of
eral liability insurance covers all risks, exceptRecords Policy

specific exclusions. . .
This insurance covers the cost of reproducing

damaged or destroyed records. It also provides
] for the cost of research required to reproduce
Workers’ Compensation records.

This policy covers liability imposed by the

workers’ compensation laws of the state IRECORDKEEPING

which operations are performed. Workers’ com-

pensation covers injuries or deaths of employeephe diversity of available insurance policies and

caused by accidents in the course of employmenheir coverages emphasize the need for banks to
If deemed necessary, some banks may add thgaintain a concise, easily referenced schedule

following coverages to their workers’ compen-of insurance coverage. These records should

sation insurance: include—

 Longshore and Harborworkers Act coverage insurance coverage provided, detailing major
should be added if the institution’s lending exclusions;
officers may have reason to visit customers om the underwriter;

navigable waters. « deductible amounts;
» Foreign compensation protection should be upper limits on policies;
added if workers are assigned abroad. « terms of the policies;
May 1996 Commercial Bank Examination Manual
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« the dates that premiums are due; and by asset size. However, a bank’s level of risk
e premium amounts. exposure is influenced by many variables, one c
which is asset size. Therefore, the examine
Banks should retain the original policies andmust assess the overall soundness of the ban
supporting documents for the appropriate timeisk and insurance management program, rath
periods. Records of losses should also be maithan suggest an average coverage that may |
tained, regardless of whether the bank wamappropriate for the particular bank.
reimbursed. This information indicates areas
where internal controls may need to be improved
and is useful in measuring the level of risk
exposure in a particular area. BANK INSURANCE: FINANCIAL
INSTITUTION BOND AND OTHER
INSURANCE COVERAGE
COMPARATIVE DATA
The following tables appeared in the “1995
To help the examiner assess the adequacy ofBank Insurance Survey Report” by the Ameri-
bank’s insurance coverage, this subsection pr@an Bankers Association and were compilec
vides several tables compiled by the Americafrom information submitted by banks during
Bankers Association. The tables show the dif1994. The survey includes data from 293 bank
ferent types of insurance, as well as the amounising a probability sample of 2,000 banks of
of coverage, carried by banks, which are groupedarious asset sizes.

TABLE 1
DISTRIBUTION OF BANKS IN THE UNITED STATES AND INCLUDED
IN THE SURVEY

Asset size (in millions)

Less than $100— $250-  $1,000- $5,000- $20,000

$100 249 999 4,999 19,999 and more
Number of banksin U.S.
(as of 12/31/94) 7,259 1,964 837 257 110 26
Number of banks
included in this survey 82 63 71 43 23 11
1. From: FDIC, Report of Condition and Income. Insurance Survey Report.” © American Bankers Association.

Source American Bankers Association, “1995 Bank Reprinted with permission. All rights reserved.
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Management of Insurable Risks

TABLE 2

SUMMARY OF FINANCIAL INSTITUTION BOND COVERAGE?

Coverage limits

(in thousands)

Aggregate coverage
per $1 million
total assets—

Asset size Median Most frequent minimum, median,
(in millions) coverage coverage and maximum
$ 1-49 $ 1,250 $ 1,000 $22, 63, & 145

50-99 2,075 1,000 10, 30, & 81
100-249 2,800 2,800 7,19, & 53
250-499 4,875 3,750 & 4,15, & 43

4,750 &

5,00
500-999 8,000 10,000 3,11,& 26
1,000-2,499 20,000 20,000 5,13, & 22
2,500—4,999 20,000 15,000 3, 7,& 21
5,000-9,999 50,000 50,000 2, 7,& 10
10,000-19,999 60,000 60,000 & 2, 5& 7

100,00@¢
20,000 & over 100,000 100,000 1, 2,& 6

1. The Summary of Financial Institution Bond Coverage is Source American Bankers Association, “1995 Bank
not a recommended amount of coverage. It is a statisticdhsurance Survey Report.” © American Bankers Association.

summary by asset size for such coverage. Reprinted with permission. All rights reserved.
2. Tie between most frequent coverage.

May 1996
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TABLE 3

BANKS WITH INSURANCE COVERAGE

Asset size (in millions)

Less than $100- $250— $1,000— $5,000— $20,000
Type of coverage $100 249 999 4,999 19,999 and more
Excess insurance—
duplicate of FIB
Excess all clauses 5.1% 4.8% 1.4% 7.0% 13.0% 10.0%
Excess clause A
(officer and
employee fidelity) 8.9 15.9 5.6 2.3 4.3 -
Form 28 (excess
bank employee
dishonesty blanket
bond) 25.3 28.6 5.6 - - -
Excess clause B
(on premises) 1.3 1.6 - 2.3 4.3 -
Excess clause C
(in transit) - 1.6 - 2.3 4.3 10.0
Excess clause D
(check forgery) 1.3 1.6 - 2.3 4.3 10.0
Excess clause E
(securities forgery) - 1.6 - 2.3 4.3 10.0
All-risk policies
All-risk securities 25 - - 4.7 4.3 40.0
All-risk premises 3.8 1.6 14 2.3 - 40.0
All-risk transit 1.3 - — 4.7 4.3 40.0
Fill-in policies 3.8 1.6 1.4 - 13.0 30.0
Excess directors and
officers 10.0 6.3 8.6 27.9 69.6 70.0
Trust department errors
and omissions 16.3 19.0 54.3 60.5 78.3 20.0
Bankers’ professional
liability 8.8 11.1 5.7 32.6 30.4 60.0
Fiduciary liability 35.0 65.1 71.4 88.4 91.3 90.0
Norte: “~” indicates not available.
May 1996
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TABLE 3—CONTINUED

Asset size (in millions)

Less than $100— $250— $1,000— $5,000- $20,000
Type of coverage $100 249 999 4,999 19,999 and more
Electronic data processing 65.0 74.6 78.6 90.7 87.0 80.0
Equipment 61.3 71.4 77.1 88.4 78.3 80.0
Media 475 61.9 70.0 88.4 78.3 80.0
Extra expense 53.8 65.1 72.9 88.4 78.3 80.0
Business interruption 325 41.3 34.3 53.5 52.2 60.0
General liability 86.3 88.9 97.1 97.7 100.0 100.0
Umbrella and excess
liability 70.0 87.3 95.7 97.7 100.0 100.0
Kidnap/extortiort 26.3 42.9 51.4 81.4 100.0 100.0
Threats to persons 25.0 42.9 51.4 81.4 95.7 100.0
Threats to property 225 34.9 38.6 74.4 78.3 90.0
Buildings and contents 86.3 90.5 92.9 100.0 100.0 100.0
Worker’s compensation 92.5 100.0 97.1 100.0 100.0 90.0
Insurance 67.5 77.8 72.9 93.0 95.7 90.0
State fund 16.3 254 30.0 11.6 17.4 40.0
Self-insurance 13 4.8 4.3 4.7 21.7 50.0
Electronics and
computer crimé 3.8 9.5 11.4 11.6 39.1 30.0
Mail 15.0 39.7 65.7 86.0 100.0 100.0
Automobile 86.3 93.7 98.6 100.0 100.0 100.0
Physical damage 67.5 88.9 85.7 83.7 39.1 30.0
Actual cash value 58.8 74.6 78.6 81.4 39.1 30.0
Stated value 10.0 19.0 15.7 11.6 - -
Liability 83.8 92.1 98.6 100.0 100.0 100.0
Leased vehicles contingent
liability coverage 13.8 15.9 20.0 32.6 60.9 60.0
Mortgage insurance 45.0 81.0 91.4 90.7 100.0 90.0
Mortgage errors
and omissions 41.3 79.4 82.9 76.7 87.0 90.0
Mortgage impairment 16.3 46.0 57.1 69.8 91.3 90.0
Other 35.0 44.4 50.0 74.4 73.9 50.0

Note:“~"indicates not available.

Bond.

Source American Bankers Association, “1995 Bank
1. Separate policy, not included in Financial InstitutionIinsurance Survey Report.” © American Bankers Association.
Reprinted with permission. All rights reserved.
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TABLE 4
AVERAGE POLICY LIMITS PER BANK

Asset size (in millions)

Less than $100— $250— $1,000— $5,000— $20,000
Type of coverage $100 249 999 4,999 19,999 and more

Financial Institution
Bond—per loss
Clause A (officer and
employee fidelity) $ 14 $ 24 $ 49 $ 16.0 $ 352 $ 894
Clause D (check
forgery) 0.7 1.6 3.8 155 36.7 89.4
Clause E (securities
forgery) 0.7 1.6 3.6 15.9 374 89.4
Clause F (counterfeit
currency) 1.0 2.0 4.7 16.2 34.5 89.4
Kidnap/extortion rider
Threats to persons 0.6 1.2 25 3.5 8.3 -
Threats to property 0.6 11 2.3 4.4 8.8 -
Trading loss rider 1.0 1.9 4.0 17.3 35.0 68.3
Central handling of
securities - 1.9 4.8 21.0 35.4 72.0
ATM rider 0.1 0.5 0.8 34 8.9 30.1
Computer systems
rider 11 1.9 3.9 155 29.3 72.0
Aggregate limit
buyback - - - - - -
Safe deposit
Legal liability 0.6 1.2 2.3 4.8 10.4 85.0
Customer property 0.5 1.0 2.1 4.5 10.6 117.5
Financial Institution
Bond—aggregate
Clause A (officer and
employee fidelity) 2.3 3.2 7.5 24.1 52.1 102.2
Clause D (check
forgery) 1.6 25 6.2 25.1 53.2 110.0
Clause E (securities
forgery) 1.8 25 6.4 25.1 50.3 110.0
Clause F (counterfeit
currency) 1.6 3.0 7.3 25.5 53.9 93.3
Kidnap/extortion rider
Threats to persons 0.9 1.2 2.7 7.5 10.0 -
Threats to property 0.8 1.2 2.4 6.7 - -
Trading loss rider 1.2 - 4.4 - - -
Central handling of
securities - - 8.3 - - -
ATM rider - - - - - 50.1
Computer systems rider 0.7 1.6 6.2 15.0 36.4 100.0
Aggregate limit buyback 2.4 - - - - -
Safe deposit
Legal liability 0.8 1.2 2.6 7.4 50.0 100.0
Customer property 0.7 1.6 2.1 7.3 50.0 100.0

Note: “~" indicates not available.
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TABLE 4—CONTINUED

Asset size (in millions)

Less than $100— $250— $1,000— $5,000- $20,000
Type of coverage $100 249 999 4,999 19,999 and more

Excess insurance
Excess all clauses 0.8 1.0 1.0 7.5 -
Excess clause A (officer
and employee
fidelity) 0.8 1.0 1.0 - - -
Form 28 (excess bank
employee dishon-

esty blanket bond) 1.0 1.0 1.0 - - -
Excess clause B (on
premises) 0.3 1.0 1.0 5.0 20.0 -
Excess clause C (in
transit) - 1.0 1.0 5.0 20.0 -
Excess clause D (check
forgery) 0.3 1.0 1.0 5.0 20.0 -
Excess clause E
(securities forgery) - 1.0 1.0 5.0 20.0 -
All-risk policies
All-risk securities - - - 425 100.0 326.3
All-risk premises 0.3 0.3 10.0 10.0 30.0 335.0
All-risk transit - - - - - 335.0
Directors’ and officers’
liability
Each director/officer 1.3 2.3 5.6 10.5 19.5 46.9
Aggregate directors/
officers 15 2.3 5.2 10.5 19.2 47.8
Corporate
reimbursement 2.1 2.4 5.8 10.4 19.0 44.0
Excess directors
and officers 1.0 1.0 4.5 10.0 17.1 43.6
Trust department errors
and omissions 11 14 2.3 5.3 14.4 -
Average trust assets per
bank 18 130 136 442 3,354 -
Bankers’ professional
liability 14 1.2 1.0 6.6 14.2 24.2
Fiduciary liability (ERISA) 1.0 1.8 1.9 4.6 10.2 411
Safe-deposit liability
coveragé
Coverage A (legal
liability) 0.6 0.8 2.4 4.1 13.0 19.2
Coverage B (customers) 0.8 0.9 1.9 2.8 5.4 26.7
Electronic data processing
Equipment 0.2 0.5 1.5 5.2 47.1 40.0
Media 0.1 0.1 0.4 0.5 7.9 2.8
Extra expense 0.1 0.1 0.6 1.2 9.3 23.0
Business interruption 0.1 0.1 0.6 3.9 14.3 -
General liability 15 1.7 1.8 1.8 2.3 15
Umbrella and excess
liability 25 45 9.1 20.1 44.1 119.0

Nortg“~"indicates not available.
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TABLE 4—CONTINUED
Asset size (in millions)
Less than $100- $250— $1,000— $5,000— $20,000
Type of coverage $100 249 999 4,999 19,999 and more
Kidnap/extortior
Threats to persons 0.9 1.6 3.1 6.5 11.6 28.6
Threats to property 0.8 15 3.2 6.6 12.2 30.8
Buildings and contents 1.7 4.0 141 55.7 235.1 775.0
Electronics and computer
crimel - 1.3 5.6 20.0 37.8 46.7
Automobile
Physical damage - - - - - -
Liability 0.8 0.9 0.9 1.0 1.0 1.2
Number of owned
vehicles 2 5 10 36 77 318
Leased vehicles contingent
liability coverage 0.8 0.9 0.8 1.6 1.7 1.8
Mortgage insurance
Mortgage errors
and omissions 0.6 0.9 14 33 6.1 16.8
Mortgage impairment 0.8 0.9 17 3.6 5.4 19.3
Note: “~” indicates not available. Source American Bankers Association, “1995 Bank

1. Separate policy, not included in Financial InstitutionInsurance Survey Report.” © American Bankers Association

Bond.

Reprinted with permission. All rights reserved.
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TABLE 5
SELECTED CLAUSES AND RIDERS MAINTAINED UNDER THE FINANCIAL
INSTITUTION BOND

Asset size (in millions)

Less than $100- $250—- $1,000— $5,000— $20,000
Type of clauses/ridets $100 249 999 4,999 19,999 and more

Clause D (check forgery) 97.5% 100.0% 95.8% 100.0% 100.0% 100.0%
Clause E (securities

forgery) 96.2 100.0 97.2 100.0 100.0 100.0
Clause F (counterfeit
currency) 73.4 79.4 80.3 90.7 91.3 100.0
Kidnap/extortion rider
Threats to persons 83.5 65.1 53.5 23.3 17.4 20.0
Threats to property 68.4 60.3 43.7 20.9 17.4 20.0
Trading loss rider 329 55.6 54.9 88.4 95.7 90.0
Central handling of
securities 7.6 15.9 29.6 72.1 78.3 80.0
Automated teller machines
(unattended ATMs) 39.2 55.6 70.4 76.7 78.3 60.0

Computer systems rider,
other EFT rider, or
separate rider for

computer systems 78.5 92.1 76.1 81.4 73.9 90.0
Aggregate limit buyback 12.7 9.5 5.6 9.3 17.4 10.0
Safe-deposit
legal liability 79.7 66.7 66.2 79.1 56.5 80.0
Customer property 38.0 36.5 40.8 53.5 34.8 50.0

1. Clause A (officer and employee fidelity), Clause B (on Source American Bankers Association, “1995 Bank
premises), misplacement (under Clause B), and Clause C (Insurance Survey Report.” © American Bankers Association.
transit) are part of the basic bond quotation. These clauses areprinted with permission. All rights reserved.
maintained by all banks carrying Financial Institution Bonds.
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TABLE 6
TYPE OF ELECTRONIC AND COMPUTER CRIME COVERAGE MAINTAINED

UNDER THE FINANCIAL INSTITUTION BOND OR OTHER POLICY/RIDER

Asset size (in millions)

Less than $100— $250— $1,000— $5,000— $20,000
Type of crime coverage  $100 249 999 4,999 19,999 and more
Electronic funds transfer 43.9% 73.0% 78.9% 90.7% 100.0% 90.9%
Bank proprietary systems 25.6 42.9 63.4 69.8 95.7 90.9
Software programmers,
consultants 28.0 27.0 36.6 58.1 82.6 81.8
ATM systems 24.4 46.0 60.6 74.4 69.6 81.8
Telephone voice
instructions 9.8 27.0 38.0 74.4 95.7 90.9
Telephone-toll fraud 1.2 6.3 16.9 25.6 30.4 36.4
Computer virus 3.7 7.9 26.8 55.8 87.0 63.6
Software piracy 2.4 6.3 11.3 37.2 26.1 27.3
Computer extortion 134 22.2 31.0 51.2 65.2 54.5
Facsimile transmissions 6.1 15.9 29.6 62.8 91.3 90.9

Source American Bankers Association, “1995 Bank
Insurance Survey Report.” © American Bankers Association.
Reprinted with permission. All rights reserved.
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Management of Insurable Risks

Examination Objectives
Effective date May 1996

Section 4040.2

. To determine if risk-management policies4.

and procedures adequately identify, control,
and treat risks.

. To determine if the board of directors has.

established reasonable guidelines for the
retention of risk.

3. To determine if insurance coverage ade-
quately protects against significant or cata-
strophic loss.

To determine if recordkeeping practices ari
sufficient to enable effective risk and insur-
ance management.

To initiate corrective action when policies,
practices, procedures, or internal controls ar
deficient or when violations of laws or regu-
lations have been noted.

Commercial Bank Examination Manual
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Management of Insurable Risks

Examination Procedures
Effective date May 1988

Section 4040.3

. If selected for implementation, complete or
update the Risk and Insurance Manage-
ment section of the Internal Control
Questionnaire.

. Test for compliance with policies, practices,

procedures, and internal controls in conjunc-9.

tion with performing the remaining exami-
nation procedures. Also obtain a listing of

any deficiencies noted in the latest reviewlO.

done by internal/external auditors from the
examiner assigned “Internal Control,” and
determine if appropriate corrections have
been made.

. Determine if the bank has a designated risk
manager who is responsible for loss control.
If not, determine which officer handles the
risk and insurance management function.

. Determine if written policies exist. If not,

discuss informal policies with the appropri-11.

ate officers to determine:

a. Procedures used to identify and analyze
risks.

b. Methods used to control and treat risks.

. Determine if the board of directors has

established appropriate maximum guide-

lines for risk retention.

. Obtain the bank’s schedule of insurance

policies in force. If the bank does not

maintain a schedule, request the bank td2.

complete a schedule of existing insurance
coverage.

. Using the insurance coverage summary pre-
pared by the bank, determine that coverage
conforms to the guidelines for maximum
loss exposure established by the board of
directors.

. Determine whether insurance coverage pro-

vides adequate protection for the bank. Thd3.

quality of internal controls and the audit

function must be considered when making

this assessment. The statistical summar

published by the American Bankers Asso-
ciation (see Appendix) may be helpful in
your evaluation.

If the bank’s fidelity insurance has lapsed

determine that the Federal Reserve Ban

has been notified.

Determine that the bank has adequate pr

cedures to ensure that:

a. Reports of losses are filed with the
bonding company pursuant to policy
provisions.

b. Premiums are paid before expiration
dates.

If procedures are deficient in either area
verify that reports have been filed as
required and premiums have been paid.
Review any significant financial institution
bond claims filed since the last examinatior
to determine:

a. Any adverse effect on the bank’s
condition.

b. Whether the incident(s) reflects any defi-
ciencies with respect to internal controls
and procedures.

c. Whether management has taken apprc
priate steps to correct any deficiencies.

Prepare, in appropriate report form, anc

discuss with appropriate officers:

a. Recommended corrective action wher
policies, practices, procedures, or inter-
nal controls are deficient.

b. Important areas where insurance cover
age is either nonexistent or inadequate it
view of current circumstances.

c. Any other deficiencies noted.

Update the workpapers with any informa-

tion that will facilitate future examinations.
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Management of Insurable Risks

Internal Control Questionnaire .
Effective date December 1985 Section 4040.4

Review the bank’s internal controls, policies,4. Does the bank’s security officer coordinate
practices, and procedures for the bank’s own his or her activities with the person respon-
insurance coverage. The bank’s system should sible for handling the risk-management
be documented in a complete and concise man- function?
ner and should include, where appropriate, nab. Does the bank maintain a concise, easil
rative description, flow charts, copies of forms referenced schedule of existing insuranc
used, and other pertinent information. coverage?
6. Does the bank maintain records, by type o
risk, to facilitate an analysis of the bank’s
experience in costs, claims, losses, and settl

BANK RISK AND INSURANCE ments under the various insurance policies i

MANAGEMENT force? .
7. Is a complete schedule of insurance coverag

1. Does the bank have established insurance Presented to the board of directors, at leas
guidelines which provide for: annually, for review and approval?

a. A reasonably frequent, at least annual,
determination of risks the bank should

assume or transfer? CONCLUSION
b. Periodic appraisals of major fixed assets
to be insured? 8. Is the foregoing information an adequate

c. A credit or financial analysis of the insur-  basis for evaluating internal control in that
ance companies who have issued policies there are no significant deficiencies in area

to the bank? not covered in this questionnaire that impair
2. Does the bank have a risk manager who is any controls? Explain negative answers
responsible for risk control? briefly, and indicate any additional examina-

3. Does the bank use the services of a profes- tion procedures deemed necessary.
sionally knowledgeable insurance agent, bro9. Based on a composite evaluation, a
ker, direct writer, or consultant to assist in evidenced by answers to the foregoing
selecting and providing advice on alternative questions, internal control is considerec
means of providing insurance coverage? (adequate/inadequate).
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Bank-Related Organizations _
Effective date May 1996 Section 4050.1

INTRODUCTION * any company—
o o — that is controlled directly or indirectly, by
The examination of bank-related organizations a trust or otherwise, by or for the benefit

must be of sufficient scope to determine a bank’s of shareholders who beneficially or other-
compliance with laws and to evaluate its invest- wise control, directly or indirectly, by
ments through appraisal of related organizations’ trust or otherwise, the member bank or

assets, earnings, and management. In addition,  any company that controls the membel
the examination must fully disclose the nature of bank: or

the relationships between the bank and its related _ in which a majority of its directors or
organizations, and their effects on the operations trustees constitute a majority of the per-
and safety and soundness of the bank. sons holding any such office with the
member bank or any company that con-
trols the member bank;
TYPES OF BANK-RELATED « any company, including a real estate invest
ORGANIZATIONS ment trust, that is sponsored and advised on
] ) ] contractual basis by the member bank or an
Various laws, rulings, and regulations have subsidiary or affiliate of the member bank;
encouraged the expansion of bank services or any investment company with respect tc
through the formation or acquisition of related which a member bank or any affiliate thereof
organizations. Examples include— is an investment advisor as defined in sec

 permission for a member bank to purchase for tion 2(2)(20) of the Investment Company Act

: . of 1940; and
its own account shares of a corporation that anv company that the Board determines b
performs, at locations at which the bank is yl " pany der to h lationshin with
authorized to engage in business, functions [ﬁgualog or;r Er 0 have %f%.a lons IFf)f'\II'VIt
that the bank is empowered to perform directly; € member bank or any subsidiary or affiiate
o o ) 27 of the member bank, such that covered trans
aut_horlzatlon by spec_lfl_c _IaV\./s to invest N 4ctions by the member bank or its subsidian
various statutory subsidiaries; and with that company may be affected by the
permission by Federal Reserve regulations to relationship, to the detriment of the membel
invest in Edge Act and agreement corporations. pank or its subsidiary.

A bank may also be controlled by an indi- . B Y
vidual or company that controls other bank or_'" these examples, the definition of “control
nonbank entities. No matter what the Iega|s the same gs th"’.‘t used in the Bank Holdin
organization is between a bank and a relateﬁ?mpany Act; that is, a company or shareholde
organization, a sound financial and satisfactor all be o!eemed to have control over anothe
management relationship between both grou mpany if—
is essential to the bank's operation. Related

organizations may assume several forms, afs.SUCh company or shareholder, directly ol

described in the following subsections. indirectly, or acting through one or more other
persons, owns, controls, or has power to vot

25 percent or more of any class of voting
Affiliates securities of the other company;
« such company or shareholder controls in an
Relative to the monitoring of covered transac- manner the election of anajority of the
tions between a bank and its affiliates, as defined directors or trustees of the other company; o
under subsection (b)(1) of section 23A of the the Board determines, after notice and oppor

Federal Reserve Act (12 USC 371c), affiliates tunity for hearing, that such company or
include— shareholder, directly or indirectly, exercises &

controlling influence over the management o
* any company thatontrolsthe member bank  policies of the other company.

and any other company that is controlled by
the company that controls the member bank; The following arenot considered to be affili-
 a bank subsidiary of the member bank; ates of a bank:
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4050.1 Bank-Related Organizations

« a nonbank subsidiary of that bank of low-quality assets from an affiliate is prohib-
« a company engaged in holding that bank’sted by the statute.
premises Section 23B of the Federal Reserve Act was
« a company engaged solely in conducting &nacted on August 10, 1987, as part of the
safe deposit business Competitive Equality Banking Act of 1987.
« a company engaged solely in holding U.SJhis section places restrictions on the following
government obligations or obligations fully ransactions with affiliates:

guaranteed by the United States as to principal ) . .
and interest  any covered transaction with an affiliate

« a company where control arises from bond tr}fe_l_stale_ O]; Z_ecurltlestor %t_hert tassets tﬁ an
fide debt previously contracted (for a limited &11&t€, INcluding assets subject to repurchase
: : » the payment of money or the furnishing of
period of time) ’ .
services to an affiliate under contract, lease, or

Section 23A is the primary statute governing Ctherwise

transactions with affiliates. The statute (1) des 2nY transaction in which an affiliate acts as an
agent or broker or receives a fee for its

ignates the types of companies that are affiliates h

of a bank; (2) specifies the types of transactions Services to the bank or to any other person

covered by the statute; (3) sets the quantitative &Y transaction or series of transactions with a

limitations on a bank’s covered transactions thqu party— ) - .

with any single affiliate, and with all affiliates — if an affiliate has a financial interest in the

combined; and (4) sets forth collateral require- Fh'rd party or - o

ments for certain bank transactions with affiliates. — if an affiliate is a r;artlmpant_ in this trans-
In general, section 23A limits covered trans- action or series of transactions

actions between a state member bank and its

subsidiaries with any one affiliate to 10 perceny,

of the bank's capital stock and surplus..SurpIu%n 23B of the Federal Reserve Act, only on
mc_ludes undivided profl_ts (which may Ir'CIUdeterms and under circumstances, including credit
paid-in or earned profits), reserves for Ioatg

losses, valuation reserves for securities, al andards, that are substantially the same, or at
reservés for continaencies. The agare ate‘ of "Bast as favorable to the bank or its subsidiary, as
9 : ggreg S transactions with, or involving, nonaffiliates.

covered transactions with affiliates may no : .
exceed 20 percent of the bank’s capital angny transaction by a member bank or its sub

surplus. The act defines five types of covere idiary with any person is deemed 1o be a
trar?sac.tionS' yp ansaction with an affiliate of the bank if any of

the proceeds of the transaction are used for the
benefit of, or are transferred to, the affiliate.

* aloan or extension Of. credit to an afflllate“ Section 23B restricts the following transac-
* a purchase of or an investment in securitie§yns with affiliates:

issued by an affiliate

the purchase of assets, including assets subjacfA member bank or its subsidiary cannot
to an agreement to repurchase from the affili- pyrchase as fiduciary any securities or other

ate, except for purchases of real and personalassets from any affiliate unless the purchase is
property as may be specifically exempted by permitted—

A member bank and its subsidiaries may
ngage in the transactions covered by sec-

the Board by order or regulation — under the terms of the instrument creating
« the acceptance of securities issued by an the fiduciary relationship,

affiliate as collateral for a loan to any person — by court order, or

or company (prohibited if a loan is to an — by the laws governing the fiduciary

affiliate) relationship.

the issuance of a guarantee, acceptance, otfA member bank or its subsidiary, whether
letter of credit, including an endorsement or acting as principal or fiduciary, cannot know-
standby letter of credit, on behalf of an affiliate ingly purchase or acquire, during the exist-
ence of any underwriting or selling syndicate,
In addition, covered transactions must be any security, if a principal underwriter of that
made on terms and conditions that are consistentsecurity is an affiliate of the bank, unless
with safe and sound banking practices. Purchasethe purchase has been approved before the
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Bank-Related Organizations 4050.1

sale to the public by a majority of the outsidetion subsidiaries are described in detail in the
directors. Board’s Regulation K (12 CFR, Part 211). Edge
Act and agreement corporations provide bank
. L with a vehicle for engaging in international
Operations Subsidiaries and Loan  panking or foreign financial operations. They
Production Offices also have the power, with supervisory consen
to purchase and hold the stock of foreign bank
A member bank may purchase for its ownand other international financial concerns. Edg
account shares of a corporation to perform, act and agreement corporations are examine
locations at which the bank is authorized tdby the Federal Reserve, and the respectiv
engage in business, functions that the bank igports of examination should be reviewed dur
empowered to perform directly. Moreover, aing each examination of a parent member ban}
member bank may establish and operate, eith@he Federal Reserve examination report and tt
directly or indirectly through a wholly owned amount and quality of paper held by these
subsidiary corporation, at any location in thecorporations must provide the basis for evaluat
United States, a loan production office. A loaring the bank’s investment in them.
production office is defined as an office of the Transactions between the parent bank and tf
bank that is staffed by employees of the bankank's Edge Act and agreement corporatiot
who regularly engage in soliciting borrowers,subsidiaries are not subject to the limitation:
negotiating terms, and processing applicationsontained in section 23A. However, they are
for loans. However, actual loan approvals angdubject to limitation under section 25 of the
funds disbursement may not occur at a loaFederal Reserve Act (12 USC 601) and unde
production office. the Board’s Regulation K. In addition, trans-
There is no specific rule requiring a stateactions with such bank subsidiaries and the
member bank to give the Board prior notice of parent bank’s affiliates are aggregated with tran:
or to acquire the Board’'s approval for, theactions by the bank and its affiliates for purpose
acquisition of an operations subsidiary to engagef section 23A limitations and restrictions. Trans-
in activities that the bank itself may lawfully actions between a bank and Edge Act an
perform. However, section 208.7(a)(1) of Reguagreement corporation subsidiaries of the bank
lation H prohibits a state member bank fromholding company are also subject to sec
causing or permitting a change in the generaion 23A.
character of its business or the scope of its
corporate powers approved at the time of admis-

sion to membership, except with the permissio . . e
of the Board. P P P Domestic and Foreign Subsidiaries

Domestic subsidiaries are any majority-ownec

Agricultural Credit Corporations companies, other than Edge Act or agreemet

corporations, domiciled in the United States an

The increasing number of agricultural creditits territories and possessions. Foreign subsid

corporations and their effect on parent bankaries are any majority-owned companies domi

have intensified the need for their supervisionciled in a foreign country or any Edge Act or

Most agricultural credit corporations come undeagreement corporation. Section 211.7 of Regt

the direct supervision of the district Federalation K (12 CFR 211.7) requires foreign

Intermediate Credit Bank (FICB) where theysubsidiaries to maintain effective systems o

discount most of their loans. However, a corporecords, controls, and reports that keep th

ration may obtain funds exclusively in the operbank’s management informed of their activities
market and avoid FICB regulation. and conditions.

On-site examinations of foreign subsidiaries

are sometimes precluded because of objectior

Edge Act and Agreement voiced by foreign directors, minority share-

Corporations holders, or local bank supervisors. In addition

secrecy laws in countries such as Switzerlanc

U.S.-based corporations and permissible activiSingapore, Luxembourg, and the Bahamas pre

ties for their Edge Act and agreement corporaelude on-site examinations. In instances wher
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4050.1 Bank-Related Organizations

on-site examinations cannot be performed, formore banking institutions, either banks or bank
eign subsidiary reports submitted according ttolding companies or a combination of both
section 211.7 and reports submitted to foreigtypes of institutions. In these systems, the pos-
banking authorities must serve as the basis faibility exists that problems in one or more
evaluating the bank’s investment. entities may adversely affect the safety and
soundness of the bank entities because of pres-
sure exerted by the common principal(s). Exam-
Significant Subsidiaries iners should determine whether the bank is a
member of a chain and, if so, the extent of its
As used in the consolidation instructions forrelationship with other links of the chain, and
certain regulatory reports, significant subsidiwhat effects these relationships have on the
aries refer to subsidiaries that meet any one dfank.
the following tests:

e a majority-owned subsidiary in which the
bank’s direct and indirect investment andReaI Estate Investment Trusts and

advances represent 5 percent or more of tHother Related Organizations

parent bank’s equity capital accounts

a majority-owned subsidiary whose grosgOther related organizations include companies
operating revenues amount to 5 percent dp which the bank, its parent holding company,

more of the parent bank’s gross operatin@' its nonbank affiliate do not necessarily have
revenues any direct investment, but which the bank would

a majority-owned subsidiary whose “incomesponsor or advise, or whose activities it would

(loss) before income taxes and securities gairigfluence. The most notable examples are real

or losses” amounts to 5 percent or more of th@state investment trusts (REITs) or special-
parent bank’s “income (loss) before incomePpurpose vehicles. Transactions between the bank

taxes and securities gains or losses” and REITs and investment companies sponsored

a majority-owned subsidiary that is the parenpr advised by the bank are subject to the
of one or more subsidiaries which, When'lmltatlons in section 23A. In other cases,

consolidated, constitutes a “significant subbecause of nonownership or less than majority
sidiary” as defined above ownership, legal authority to conduct an exami-
nation does not exist.
A REIT may be considered an affiliate if it is
Associated Companies sponsored and advised on a contractual basis by
the member bank or by any subsidiary or affili-
Associated companies are those in which thate of the member bank. In these cases, trans-
bank directly or indirectly owns 20 to 50 percentactions between the bank and an affiliated REIT
of the outstanding common stock, unless thare subject to the requirements of section 23A.
bank can rebut, to the Federal Reserve, thBecause a REIT frequently carries a name that
presumption of exercising significant influenceclosely identifies it with its sponsoring bank or
However, as noted above, for purposes of sedank holding company, failure of the REIT
tion 23A, affiliation is defined by 25 percentcould have an adverse impact on public confi-
share ownership. Because of the absence dgnce inthe holding company and its subsidiaries.
direct or indirect control, regulators have no The examiner should be aware of all signifi-
legal authority to conduct full examinations ofcant transactions between the bank under exami-
this type of company. Investments in such comnation and its related REIT in order to determine
panies are generally appraised like commerciaonflicts of interest and contingent risks. In
loans by a credit analysis of the underlyingseveral instances, REITs have encountered
financial information. serious financial problems and have attempted
to avoid failure by selling or swapping question-
able assets to their bank affiliates. In other
Chain Banking Systems instances, because of the adversary relationship,
REITs have been encouraged to purchase
Chain banking systems exist when an individuahssets of inferior quality from their related
(or group of individuals) is a principal in two or organizations.
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Bank-Related Organizations 4050.1

Bank Holding Companies EVALUATION OF
INVESTMENTS IN AND

As defined in section 2 of the Bank Holding
Company Act of 1956 (12 USC 1841 et seq.), ORAGI\ASI\“TZ?A_I_B%NE'RELATED

bank holding company is any company thai
directly or indirectly, or acting through one or .
more other persons, owns, controls, or hai0 properly e\_/alu_ate aff|I|a_1tes and other bank
power to vote 25 percent or more of any class di¢lated organizationsrelative to the overall
voting securities of the bank or company; thafondition of the bank, the examiner must—

controls in any manner the election of a majority know the applicable laws and regulations tha

of the directors or trustees of the bank of defi d blish limitati h
company; or that the Board determines, after : efine and establish imitations with respect ic

notice and opportunity for hearing, directly or |nf\f{|gstmentsa in and extensions of credit
indirectly exercises controlling influence over afiiiates an . .

the management or policies of the bank of Make a thorough analysis of the propriety of
company. the related organizations’ carrying value, the

A bank and its parent holding company are nature of the relationships between the ban

considered affiliates when the holding company andhlts rlelgtedhqrganlzatkllons,ﬁapd thedeffectg
controls the bank in a manner consistent with >-¢ r? e;]tlogs ||£)s on the affairs and soun
the definition of control given in section 23A. ness of the bank.

Section 23A exempts from the quantitative and

ggiliﬁfgile;gggt'rfon:?Qéspgl; dt]gi elival :Vl\ll_ (;L"g;i"nvestment in any related organization is deter
assets) between “sister” banks (banks WithmInGd by evaluating the balance sheet an
ncome statement of the company in which the

80 percent or more common ownership) in . ; .
bank holding company system. A low-quality ank h_as the |nv_estmer_1t. At times, this may no
seem important in relation to the overall condi-

?jgﬁét'fiﬁn}’loﬁsi?toslt)reﬂ?:?f;id‘.Oiﬁgft%g%irdtion of the bank because the amount investe
es eciaII, mentibned" in the most recent federal =Y be small relative to the bank's capital. It
P y may appear that a cursory appraisal of th

or state examination report; (2) on nonaccrual , -
status: (3) with principal or interest payment company'’s assets would therefore be sufficien

more than 30 days past due; or (4) whose tern] owever, the opposite is often true. Even thoug!

have been renegotiated or compromised due t':(\)bank’s inyestment in a subsidiary or associ_ate
the deteriorated financial condition of the o pPany 1S relatively small, the underlying

borrower legal or moral obligation may be substantial anc
' . may greatly exceed the total amount of the

Under the Bank Holding Company Aqt of reported investment. If the subsidiary experi-
8nces large losses, the bank may have to recaj

Al Malize the subsidiary by injecting much more
bank subsidiaries. The Federal Reserve requirgsyp, its original investment to protect unafili-

periodic inspections of all bank holding COMPa-ted creditors of the subsidiary and/or to protec

nies, the frequency of which is based on the size ;\vn reputation.
complexity, and condition of the organization. "\ynen examining and evaluating the bank’s

Often a bank holding company is inspected gf, estment in and loans to related organizations

the sgmebtimke a% t.t‘f Qxaminatri]on of its statg|agsified assets held by such companies shou
member bank subsidiaries. In these cases, theg 1o rejated to the capital structure of the

examiner at the bank should collaborate C|°SE|¥ompany and then be used as a basis f
with inspection personnel on those holding com- '
pany issues that directly affect the condition of

the bank. In Cas.es where thPT |n§pectlon IS no 1. Information about related organizations and interlocking
simultaneous with the examination, the banlﬂirectorates and officers can be obtained from the ban
examiner should closely review the most recertiolding company form FR Y-6 and SEC form 10-K, if
report of inspection and may also need t@pplicable, or from other required domestic and foreign

_ ; +regulatory reports. Further information on business interest
consult the Y-series of reports regularly submit directors and principal officers of the bank can be obtainec

f
ted _’[O the Fed(_aral Reserve SyStem by barﬁg/ reviewing information maintained by the bank in accor-
holding companies. dance with the Board’s Regulation O.

Propriety of the carrying value of a bank’s

Commercial Bank Examination Manual May 1996
Page 5



4050.1 Bank-Related Organizations

classifying the bank’s investment in and loans te The most recent FICB examination occurred
that company. over a year ago.

One problem that examiners may encounter The most recent FICB examination indicates
when they attempt to evaluate the assets of somethat the corporation is in less than satisfactory
subsidiaries and associated companies is inad-condition.
equate on-premises information. This may be )
especially true of foreign investments and asso- The extent of any analysis should be based on
ciated companies in which the bank has les#e examiner's assessment of the corporation’s
than a majority interest. In those instances, thgffect on the parent bank. That analysis should
examiner should request that adequate informéclude, but not be limited to, a review of—
tion be obtained during the examination and )
should establish agreed-on standards for thatasset quality; ) )
information in the future. The examiner should® the volatility, maturity, and interest-rate sen-
insist that the organiza’[ion have adequate sup_SitiVity of the asset and ||ab|||ty structures; and
porting information readily obtainable or avail-* the bank’s liability for guarantees issued on
able in the bank and that the information be of behalf of the corporation.
sufficient quality to allow an informed evalua-
tion of the investment. Bank management, as When the same borrower is receiving funds
well as regulatory authorities, must be adefrom both the corporation and the parent bank,
quately informed of the condition of the com-and the combined exposure exceeds 25 percent
panies in which the bank has an investment. Fdif total consolidated capital, the debt should be
subsidiary companies, it is necessary that barfietailed on the concentration page of the exami-
representatives be a party to policy decisiong)ation report. The consolidation procedures listed
have some on_premises control of the Comparm the “Instructions for the Preparation of Con-
(such as board representation), and have aud@lidated Reports of Condition and Income”
authority. In the case of an associated companghould be used when consolidating the figures of
the bank should participate in company affairs téhe corporation with those of its parent.
the extent practicable. Information documenting
the nature, direction, and current financial status
of all such companies should be maintained 8ANK HOLDING COMPANY
the bank’s head office, or regionally for globallSSUES
companies. Full audits by reputable certified
public accountants are often used to providéany banks are owned by bank holding com-
much of this information. panies. To understand the effects of the holding

For foreign subsidiaries, in addition to auditedcompany structure on the subsidiary bank, the
financial information prepared for managementexaminer should evaluate the overall financial
the bank should have on file: support provided by the parent company, quality

. ,of supervision and centralized functions pro-
+ reports prepared according to the Board'§iged, and appropriateness of intercompany

Regulation K _ transactions. Since financial and managerial
* reports prepared for foreign regulatoryjssyes at the bank holding company and subsid-
authorities iary bank levels are so closely connected, it is

information on the country’s cultural and Iegalstrongly recommended that a holding company
influence on banking activities, current eCojnspection and its respective bank examina-
nomic conditions, anticipated relaxation orijon(s) be conducted at the same time. A com-
strengthening of capital or exchange controlgyineq” examination/inspection report, as dis-
fiscal policy, political goals, and risk of cyssed in SR-94-46, is available to facilitate this
expropriation coordination when the lead subsidiary is a state

For agricultural credit corporations, themember bank.

examiner-in-charge normally decides when to
examine such an entity and should always Pef; ial S ¢
form a complete analysis of its activities if— Inancial suppor

» The corporation is not supervised by theThe holding company structure can provide its
FICB. subsidiary bank with strong financial support
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because of its greater ability to attract and shifis large in relation to the subsidiary’s overall
funds to less capital-intensive areas and to enteperations.

markets in a wider geographic area than would Qn April 24, 1987, the Federal Reserve
otherwise be possible. Financial support maydopted a policy statement on the responsibilit
take the form of capital (equity or debt) and/orof hank holding companies to act as sources «
funding of loans and investments. In general, th@nancial and managerial strength to their sub
lower the parent bank holding company’s leversidiary banks. The Board’s statement reiterates
age, the more it is able to serve as a source gkneral policy that has been expressed o
financial Strength to its bank subsidiaries. This I:rlumerous occasions in accordance with autho
because less cash flow will be required from th@y that is provided under the Bank Holding
banks for debt servicing, and the parent hagompany Act and the enforcement provisions o

more borrowing capacity, which could be usec{he Federal Deposit Insurance Act.
to provide funds to the bank. When the financial

condition of the holding company or its non-
banking subsidiaries is unsound, the operations

of its subsidiary bank can be adversely affectedBHC Supervision of Subsidiaries
In order to service its debt, or to provide support
to another subsidiary that is experiencing finan-B
cial difficulty, the holding company may involve
its bank subsidiary in the following imprudent
actions:

ank holding companies use a variety of meth
ods to supervise their bank subsidiaries
including—

. . . . . the participation of holding company senior
* engage in high-risk investments to obtain officgrs aspdirectors on thegbank’g bélard;

increased yields o .

« purchase/swap its high-quality assets for thé 'ePOrting lines from senior bank managemen
parent's or other affiliate’s lower quality assets [© corporate staff;

- enter into intercompany transactions that are formulation of, or input into, key policies; and
detrimental because of inordinately high fees management information systems, including
or inadequate or unnecessary services internal audit and loan review.

* pay excessive dividends

* make improper tax payments or unfavorably As part of the evaluation of bank manage-
alter its tax situation ment, the examiner should be aware of thes
various control mechanisms and determin
Even when the holding company’s structurevhether they are beneficial to the bank. Exam
is financially sound, the holding company’siners should keep in mind that, even in a banl
ability to sell short- or long-term debt and toholding company organization, the directors anc
pass the proceeds down to its bank subsidiary #enior management of the bank are ultimatel
the form of equity capital still may presentresponsible for operating it in a safe and soun
problems. That procedure is frequently referre@hanner.
to as “double leveraging,” the amount of the In addition, many bank functions (investment
equity investment in the bank subsidiary finance¢hanagement, asset/liability management, hume
by debt. Problems may arise when the holdingesources, operations, internal audit, and loa
company must service its debt out of dividendseview) may be performed on behalf of the bank
from the subsidiary, and, if the subsidiaryby its parent bank holding company or by a
encounters an earnings problem or is preventagbnbank affiliate. These functions are reviewes
by regulatory agreement or action, it may not beit inspections of the bank holding company
able to pass dividends up to its parent. Examiners at the bank should be aware of th
Another potential problem may develop wherevaluation of these functions by inspection per
the holding company sells its commercial papesonnel, either at a concurrent inspection or in th
and funds its subsidiary’s loans with the pro+eport of a prior inspection. In addition, a review
ceeds. That procedure may cause a liquiditgf these same issues at the level of the subsic
problem if the maturities of the commercialary bank is useful to determine compliance witt
paper sold and loans funded are not matchezbrporate policies, corroborate inspection find
appropriately and if the volume of such fundingings, and identify any inappropriate transaction:
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that may have been overlooked in the moreeimbursement for goods and services received.
general, top-down review at the parent level. Fees paid by the bank to the parent or nonbank
affiliates should have a direct relationship to,
and be based solely on, the fair value of goods
INTERCOMPANY and services provided and a reasonable profit.
TRANSACTIONS Fees should compensate the affiliated supplier
only for providing goods and services that meet
As with the supervision of subsidiaries, thesdhe legitimate needs of the bank.
issues should be reviewed at both the parent Banks should retain satisfactory records that
level during inspections and at the subsidiarysubstantiate the value of goods and services
bank level during examinations to ensure thateceived, their benefit to the bank, and their
the transactions comply with sections 23A andgost-efficiencies. There are no other minimum
23B and do not otherwise adversely affect theéequirements for records, but an examiner should
financial condition of the bank. be able to review the records maintained and
determine that fees represent reasonable pay-
ment. In general, the supplier will decide on the
amount to be charged by using one of three

Intercompany Tax Payments methods:

As set forth in the “Policy Statement Regarding, reimbursement for cost of goods or services

Intercorporate Income Tax Accounting Trans-, d :
actions of Bank Holding Companies and State; ggrsrg pzl?jtiier efgisror?]g?ll(itp\:glfgemargm
Chartered Banks That Are Members of the P
Federal Reserve System” (September 20, 1978),

) . . Any of those methods may be acceptable as
Federal Reserve policy relative to |ntercompan¥0ng as the bank can substantiate that the fees

Egi F;agpv%ﬂtossft;?( trga%tehnisbtzri‘; aZrznstes%?)rS%%id are reasonable for the value received.
pay pay P asing fees on costs may be the most common

not exceed payments it would make on g, ach since market comparisons often are
separate-entity basis. Payments should not ifficult to obtain. A holding company may be

made to the parent before the time payments a%le to offer a number of services on a cost basis

or would have been made to the Internal Rev; < . :

: to a subsidiary bank, any one of which might be
enue Ser\{lqe. Refunds to the bank S.hOU|d b<‘?ontracted elsewhere for less; however, in the
timely. Individual situations may result in com-

. . - regate, they m t-effective or pr
plicated issues, and the examiner should conSL@Eg egate, they may be cost-effective or produce

with Reserve Bank personnel before conclu onomies of scale for the entire organization.
sions are reached cogcernin a particular tranNevertheIess, having one or more subsidiary

- - g a partic anks pay excessive fees for services to subsi-
action. Bank holding company inspection repor

comments and bank examination report com-ize other unprofitable operations is not an
P acceptable practice.

?ne dmsrgh(r)igltd t(’)? icnotgfgﬁqnt;r?nfr(;r:s'g%ttigi;amreWhen the servicer incurs overhead expenses,
propriety pany " recovery of those costs is acceptable to the

extent they represent a legitimate and integral

part of the service rendered. Overhead includes
Management and Other Fees salaries and wages, occupancy expenses, utili-

ties, payroll taxes, supplies, and advertising.
Banks often obtain goods and services from thBebt-service requirements of holding compa-
parent bank holding company or an affiliatechies, shareholders, or other related organizations
nonbank subsidiary. These arrangements maye not legitimate overhead expenses for a
benefit the bank, since the supplier may offesubsidiary bank.
lower costs because of economies of scale, suchGenerally, the payment of excessive fees is
as volume dealing. Furthermore, banks may beonsidered an unsafe and unsound practice.
able to purchase a package of services thaVhen fees are not justified, appear excessive, do
otherwise might not be available. Howevernot serve legitimate needs, or are otherwise
because of the interrelationship between thabusive, the examiner should inform the board
bank and the supplier, examiners should ensurd directors through appropriate criticism in the
that the fees being paid represent reasonabieport of examination.

May 1996 Commercial Bank Examination Manual
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Bank-Related Organizations 4050.1

Dividends ny’'s portion of the premium, and the bank will
not be fully reimbursed until later. In other

Dividends represent a highly visible cash outarrangements, when the parent uses the inst
flow by banks. Should the dividend-payout raticance policy as collateral for loans from the
exceed the level at which the growth of retainegubsidiary bank, the loan may not meet the
earnings can keep pace with the growth ofollateral requirements of section 23A. In addi-
assets, the bank’s capital ratios will deterioratdion, split-dollar arrangements may not comply
Examiners should evaluate the appropriatene®gth section 23B if the return to the bank is not
of dividends relative to the bank’s financialcommensurate with the size and nature of it
condition, prospects, and asset-growth forecadinancial commitment. Finally, split-dollar
arrangements may be considered unsafe ai
unsound, which could be the case if the bank i
paying the entire premium but is not the bene
ficiary, or if it receives less than the entire
oceeds of the policy. Refer to SR-93-37
Split-Dollar Life Insurance,” June 18, 1993).

Purchases or Swaps of Assets

Asset purchases or swaps between affiliat
create the potential for abuse. Regulatory co
cern focuses on the fairness of such asset
transactions, their financial impact, and timing.
Fairness and financial considerations include th©ther Transactions with Affiliates
quality and collectibility of such assets and
liquidity effects. Asset exchanges may represemtpecking accounts of the parent or nonban
a mechanism to avoid regulations designed tQ,psigiaries at subsidiary banks present th
protect subsidiary banks from becoming overyqiential for overdrafts, which are regarded a
burdened with nonearning assets. unsecured extensions of credit to an affiliate b
the subsidiary bank.
. In general, a subsidiary bank should be ade
Compensating Balances quately compensated for its services or for th
use of its facilities and personnel by other part:
A subsidiary bank may be required to maintairnof the holding company organization. In addi-
excess balances at a correspondent bank than, a subsidiary bank should not pay for
lends to other parts of the holding companyexpenses for which it does not receive a benef
organization, possibly to the detriment of thefor example, the formation expenses of a one
bank. The subsidiary bank may be foregoingank holding company).
earnings on such excess funds, which may gjtations sometimes arise in which more
adversely affect its financial condition. than one legal entity in a banking organizatior
shares offices and/or staff. In certain cases it ca
be hard to determine whether a legal entity i
Split-Dollar Life Insurance operating within the scope of its permissible
activities. In addition, a counterparty may be
Split-dollar life insurance is a type of life unclear as to which legal entity an employee i
insurance in which the purchaser of the policyepresenting. Finally, there may be expense
pays at least part of the insurance premiums arallocation problems and, thus, issues pertainin
is entitled to only a portion of the cash surrendeto sections 23A and 23B. Examiners should bt
value, or death benefit, or both. In some circumaware of these concerns and make sure th
stances, when the subsidiary bank pays all anstitutions have the proper records and interne
substantially all of the insurance premiums, arontrols to ensure an adequate separation
unsecured extension of credit from the bank téegal entities. Refer to SR-95-34 (“Sharing of
its parent holding company generally resultd=acilities and Staff by Banking Organizations,”
because the bank has paid the holding compalay 30 , 1995).

Commercial Bank Examination Manual May 1996
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Bank-Related Organizations

Examination Objectives .
Effective date May 1996 Section 4050.2

1. To determine if policies, procedures, and. To determine the relationships betweer
internal controls for bank-related organiza- the bank and its related organizations an
tions are adequate. the effects of those relationships on the

2. To determine if bank and affiliate manage- operations and safety and soundness of tt
ment is complying with the established bank.

policies. 6. To initiate corrective action when policies,
3. To determine compliance with applicable practices, procedures, or internal controls ar
laws and regulations. deficient or when violations of laws or regu-

4. To evaluate the bank's investment in and lations have been noted.
loans to its related organizations and the
propriety of those carrying values.

Commercial Bank Examination Manual May 1996
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Bank-Related Organizations

Examination Procedures
Effective date May 1988

Section 4050.3

During the pre-examination analysis of the bank, — Dollar amount of loans or advances by the

a determination of which related organizations bank.

are to be examined in depth should be made. — Nature of business of the nonbank affiliates

The criteria for that determination are: — Types and amount of intercompany
transactions.

« All operating subsidiaries should be examined — Types and amounts of participations anc

concurrently with the regular examination of other assets purchased, sold, or swappe!

the parent bank, unless such examination is — Types of services performed for or by and

specifically waived by the Federal Reserve fees paid or received.

Bank. — Outstanding contingent liabilities by the

Other subsidiaries are examined except when  bank in favor of its parent or nonbank

relationships between the subsidiary, its par- affiliates.

ent and other related organizations are fully  Factors which should be considered in mak

disclosed by material on hand, and the sub- ing the determination to examine nonbanking

sidiary’s condition or operations are deter- subsidiaries within the parent holding com-

mined not to be detrimental to the safety and pany under inspection are detailed in

soundness of the bank. Factors to be consid-the Bank Holding Company Supervision

ered in making the determination to examine a Manual

subsidiary are:

— The bank’s percent of ownership and dol- The following procedural steps should be

lar amount of investment in the subsidiary.performed in all banks which have related

Nature of the subsidiary’s business.

Types and amounts of intercompany1
transactions. :

Types and amounts of participations and
purchased, sold, or swapped assets betwees
the subsidiary and the bank or other related
organizations.

Types of services performed by the sub-
sidiary for the bank or other related 3.
organizations.

Outstanding contingent liabilities by the
bank in favor of the subsidiary.

The bank’s potential contingent liabilities,
moral or legal, as a result of litigation,
claims or assessments pending against the
subsidiary.

If practical under the circumstances, the
parent holding company and nonbank affil-
iates should be inspected in conjunction
with the examination of the lead state
member bank. The decision to coordinate
the timing of the bank holding company
inspection and the state member bank
examination should be based on the nature
and extent of interaction between the bank
and its parent holding company and non-
bank affiliates. Factors to be considered in
making the decision to coordinate the
examination and inspection are:

organizations:

If selected for implementation, complete or
update the Bank-Related Organizations sec
tion of the Internal Control Questionnaire.
Test for compliance with policies, practices,
procedures and internal controls in conjunc
tion with performing the remaining exami-
nation procedures.

Obtain the following reports and/or forms

which, where appropriate, were prepared o

filed since the preceding examination:

a. Annual report on SEC Form 10-K or
Federal Reserve Form F-2.

b. Current report on SEC Form 8-K or
Federal Reserve Form F-3.

c. Quarterly report on SEC Form 10-Q or
Federal Reserve Form F—4.

d. Quarterly report on Federal Reserve Forn
Y-8.

e. Annual report on Federal Reserve Forn
Y-6.

f. Annual Report to Shareholders.

g. Required reports under Federal Reserv
Regulation K and to foreign banking
authorities for foreign subsidiaries.

h. Subsidiary and affiliate reports preparec
by examiners.

i. Federal reports of examination for non-
banking subsidiaries.

Commercial Bank Examination Manual
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4050.3

Bank-Related Organizations: Examination Procedures

4. Request that the bank provide a list of the
names of all related organizations setting
forth the loans to and investments in these
organizations and any management official
interlocks among those organizations and
the banks.

5. Circulate a list to examiners assigned to
each bank department setting forth the
names of the related organizations and the
loans to, and investments in, these organi-
zations. The accuracy and completeness of
this information should be verified by the
recipients.

6. Obtain information concerning receivables
from, or payables to, related organizations
from examiners assigned to “Other Assets
and Other Liabilities.”

7. Review the bank’s files and reports obtained
in step 3 and transcribe for the workpapers
pertinent financial data and comments re-
garding related organizations.

8. Review fees paid by the bank to related
organizations, bank insider-related organi-
zations and stockholders and determine that

they represent reasonable reimbursement

for goods and services received by:

a.

Determining the method used to com-
pute the charge to the bank for goods or
services (cost, cost plus profit, fair mar-
ket value).

. Reviewing documentation maintained by

the bank substantiating the fair value of
the goods or services received, their
benefit to the bank, and the cost efficien-

cies of the alternative selected. 10.
. Comparing schedule of fees currently in

effect to those in effect 12 months ago.

. Comparing the fees paid during the last

3 months to those paid for the same
period one year ago.

9. Based on the information obtained above,
review the following for each related
organization:

bank for services rendered and the
reasonableness of those fees.

» Cash transfers to or from a related
organization in connection with a con-
solidated income tax obligation.
(Amounts paid should be based on that
amount due if a separate return was
filed. They should be paid only at such
time to reasonably permit required
estimated payments or final settle-
ments to be made to the IRS.)

» Fees received by the bank from such
organization for use of bank personnel,
premises, marketing services and equip-
ment, etc., and the adequacy of those
fees.

« Any agreements, guarantees, pledges
or hypothecations between the bank
and any related organization and if
they are properly reflected on the books
of the bank, and whether there are any
apparent conflict of interest situations.

c. Litigation, where the related organiza-
tion is a defendant in a suit, and if the
litigation could have an adverse effect on
the bank (from SEC Form 10-K or other
source).

d. Each interlocking officer and/or director
relationship as reflected by the informa-
tion obtained in step 4 and:

* Whether fees or salaries are excessive
for duties performed.

« If adequate time is devoted to manage-
ment responsibilities.

By coordinating work with the examiners

assigned to the various loan areas, deter-

mine compliance with laws and regulations
pertaining to related organizations by per-
forming the following for:

a. Section 23A, Federal Reserve Act
(12 USC 371(c))—Transactions with
Affiliates:

» Obtain a listing of loans to affiliates.

a. The quality of loans, investments and » Compare the listing to the bank’s cus-
future commitments to any related orga- tomer liability records to determine its
nization. accuracy and completeness.

b. The nature and volume of transactions * Obtain a listing of other covered trans-
between the related organization and the actions with affiliates (i.e. purchase of
bank and: securities issued by an affiliate, pur-
» Extent of any participations, and pur- chase of assets, acceptance of securi-

chase, sale or swap of assets between ties issued by an affiliate as collateral
the bank and the related organizations for a loan to any person or company,
and the propriety of the transactions or the issuance of a guarantee, accep-
and related considerations. tance, or letter of credit on behalf of an
» Fees such organizations charge the affiliate).
March 1994 Commercial Bank Examination Manual
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Bank-Related Organizations: Examination Procedures

405(

11.

12.

Ensure that transactions with affiliates
do not exceed limits imposed by
section 23A.

Ensure that transactions with affiliates

meet the collateral requirements of13,

section 23A.

Ensure that low quality loans have not

been purchased from an affiliate.

Determine that all transactions with

affiliates are on terms and conditions

that are consistent with safe and sound
banking practices.

b. Section 23B, Federal Reserve Act (12
USC 371c-1)-Restrictions on Transac-
tions with Affiliates:

* Determine that covered transactions
with affiliates comply with the restric-

tions contained in section 23B of the14.

act.

¢. Regulation O (12 CFR 215)—Loans to

Executive Officers, Directors, Principal
Shareholders, and Their Interests:
Obtain lists of loans to executive offi-

cers and business interests of directorsl,5.

executive officers, and principal share-
holders from the examiner assigned
“Duties and Responsibilities of
Directors.”

Determine accuracy and completeness

of the list as it concerns related orga-16.

nizations by comparing it to informa-

tion obtained from management and
other examiners.

Investigate to determine undisclosed
affiliate relationships if there are sev-
eral directors or officers who have a
common interest in the same entity by:
— Obtaining a listing of all directors

for the entity which is suspected 17.

of maintaining an affiliate
relationship.
— Reviewing authorizing signatures
on corporate resolutions to borrow.
— Reviewing signatory authorities on
deposit signature cards.
If the bank operated an impermissible non-
bank activity, determine that it has divested
itself of that activity.
If the bank is a subsidiary of a holding
company and the parent has sold commer-
cial paper and funded bank loans with the
proceeds, obtain or prepare the following
schedules and forward them to the examiner
assigned “Funds Management:”

a. Amount and maturities of commercial
paper outstanding.
b. Amount and maturity of assets that pape
supports.
If the bank is a subsidiary of a holding
company and the parent has sold long-tern
debt and passed the proceeds down to tt
bank in the form of equity, obtain or prepare
the following schedules and forward them
to the examiner assigned “Assessment o
Capital Adequacy:”
a. Amount, maturity, and repayment terms
of long-term debt sold.
b. Amount of equity capital passed to bank
c. Expected minimum dividend payment
required by bank to service debt of
parent.
Determine, from the results of previous
steps and discussion with management, |
there are any anticipated changes in relate
organization/bank relationship which may
possibly have adverse effects upon the affair
and soundness of the bank.
Based on the above steps, determine tt
propriety of the carrying value and nature of
the relationship between the bank and it:
related organizations and the effect of tha
relationship upon the affairs and soundnes
of the bank.
If, in the performance of the above proce-
dures, the full nature and extent of interac-
tion between the bank and its related orga
nizations cannot be determined, conside
the necessity of an in-depth examination o
related organizations. Perform appropriate
procedures in step 17 and develop addi
tional specific procedures based on type an
scope of activities being conducted.
The following procedures should be
considered where an in-depth examinatior
of a bank’s nonbank subsidiaries is deeme
appropriate:
a. Review and analyze the liability struc-
ture of the nonbank subsidiaries.

* Review and appraise any funding
agreements with parent bank.

* Review and appraise any funding
agreements with, and debt instrument:
issued to, outside creditors.

* Review agreements with third parties
involving outright purchase of assets
to determine liability for repurchase
of assets or any other contingent
liabilities.
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4050.3

Bank-Related Organizations: Examination Procedures

b. Analyze cash flow, earnings, and tax

policies of the nonbank subsidiaries. Pre-

pare cash flow statements for previoud9.

three fiscal years and compare current
year-to-date with previous year-to-date.

. Review and evaluate capital adequacy
by:

Relating the consolidated classified

assets of the subsidiaries against the

consolidated net worth or relate clas-
sifieds proportionately to the parent’s
investment in and advances to each
subsidiary.

Commenting on overall capital struc-
ture of both parent bank and specific

with management of that entity. Prepare

comments for the examination report.

Prepare, in appropriate report form, and

discuss with appropriate bank management:

a. The adequacy of written policies on
related organizations.

b. The manner in which bank officers are
operating in conformance with estab-
lished policy.

c. Violations of laws or regulations.

d. Impropriety of any transaction between
the related organization and the bank.

e. Loans to and/or investments in related
organizations, which for any reason, the
examiner questions quality, carrying

nonbank subsidiaries, as warranted. value or ultimate collection.

- Discussing adequacy of capital with ~ f. Litigation, commitments, contingent lia-
management and noting management’s bilities, and/or current or anticipated
future plans to raise capital. changes between the bank and its related

d. Review and evaluate management and organizations which may have adverse
control policies by: effects on the affairs and soundness of

« Reviewing parent corporation board the bank. . .
meeting minutes and assessing direc-  9- Interlocking officer and/or director rela-
tor interest in and awareness of tionships which are detrimental to the
subsidiaries. bank under examination or any of its

related organizations.

h. Any other information which will com-
municate the condition of the related
organization and the nature and effect of
the relationship between the related
organization and the bank under
examination.

i. Recommended corrective action when
policies, practices or procedures are

Reviewing and evaluating corporate

management’s internal audit proce-

dures for those policies.

Reviewing “management letters” from

certified public accountants about those

internal controls.

Reviewing shareholder records, noting

significant concentrations and, in cases

where officers/directors are involved, 7
deficient.

Poogr(l)%]iceilgz upnrgléﬁéziluae:; T)\r’(\;légéi?:;dm. Consolidate information contained in the

e. Review management’s future operating ﬁ]pter:gtlrg%()srl:k:)sfllifarl)r/nirﬁgtci)(;trgS) for inclusion
plir:];)r t:: Sbit.);'g:ag;;T.ﬂagyaﬁgié 21. Consolidate financial information and any
yze subsidiary ng p other comments concerning related organi-

ital grbOJe_ctlonds fc|>r_one and f'V? ye?rs.. zations for inclusion, where appropriate, in
— Obtain underlying assumptions for: ;¢ report of examination.

— Return on assets 22. If material changes have occurred in related
— Dividend retention rate organizations since the most recent exami-
— Asset growth rate nation of the bank which may have a

— Capital growth rate substantial impact on the bank, such infor-

Compare projections against past mation should be communicated by sepa-

operating performance and comment rate memorandum to the Federal Reserve

on plan. Bank.

18. Discuss findings and conclusions reached iB3. Update the workpapers with any informa-
the examination of any nonbank subsidiary  tion that will facilitate future examinations.
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Bank-Related Organizations

Internal Control Questionnaire
Effective date March 1984

Section 4050.4

Review the bank’s internal controls, policies,

practices and procedures concerning related or-

ganizations. The bank’s system should be doc-7.

umented in a complete and concise manner and
should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used

and other pertinent information.

POLICIES AND OBJECTIVES

1. Does the bank have written guidelines with

regard to expansion of services through

the formation and/or acquisition of related

organizations?

2. To determine that established objectivesgq

and policies are adhered to:

a. Is there an overall lending policy that
would bring banking and nonbanking

related organizations under a common

set of controls?

b. Are bank officials an integral part of 1g.
related company

subsidiary or
management?

c. Can operating procedures be monitored

from available internal or external audit

reports?

11.

. Are periodic independent reviews per-
formed to assess bank management objec-
tives and policies with regard to the current
status of their association with the related
organizations?

. Does bank management have an active role

in the related organizations’ audit commit-12,

tees or do they retain the right to examine
the companies records including the right to
receive third party letters from the external
auditors?

. Are policies and procedures such that the3.

effect upon the bank’s liquidity is moni-
tored when commercial paper or other pro-
ceeds are used to fund bank loans?

RECORDS
6. Are records maintained for the companie€CONCLUSION

in which the bank has a capital investment

14.

control, quality of assets, profitability of the
company, and legality of operations?
Does the bank maintain current records ol
the form and status of each related organi
zation (such a list should include name,
location, nature of business, manner o
affiliation, relationship with bank, amount
of loans, investments in, and other exten:
sions of credit, security pledged, obligations
of any affiliate which is used as collateral
security for advances made to others, com
mitments and litigation)?

8. Does the bank maintain a copy of all

internal and/or external audit reports, includ-
ing management letters and responses,
the subsidiary or related company?

. In the case of registered bank holding com

panies and nonbank affiliates arising throug!
the holding company relationship, are cop-
ies of the Federal Reserve’s inspectior
reports and forms 10-Q, 10-K, 8-K, Y-6,
and Y-8 available for review?

In the case of Edge Act and agreemen
corporations and foreign subsidiaries are
copies of Federal Reserve examinatior
reports and foreign regulatory reports avail-
able for review?

Do credit files of foreign subsidiaries include
information regarding a particular country’s
cultural and legal influences upon banking
activities, current economic conditions,
anticipated relaxation or strengthening of
capital or exchange controls, fiscal policy,
political goals, and risk of expropriation?
Is the carrying value of all subsidiaries anc
related companies accounted for on the
equity basis and adjusted, at least quarterly
to reflect the reporting bank’s cumulative
share of the company’s earnings or losses
Is an objective review performed of the
benefits or quality of assets received rela
tive to the cost incurred?

Are money transfers between bank and an
related organization adequately documente
to justify the equity of the transaction?

including foreign ones, so that a determinad5. Is the foregoing information considered ar

tion can be made of the extent of bank

adequate basis for evaluating internal con
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4050.4 Bank-Related Organizations: Internal Control Questionnaire

trols in that there are no significant deficien-16. Based on a composite evaluation, as evi-
cies in areas not covered in this question- denced by answers to the foregoing ques-
naire that impair any controls? Explain tions, internal controlis considered (adequate/
negative answers briefly, and indicate any inadequate).

additional examination procedures deemed

necessary.
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